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Letter From Th@ Chaimalm By any measure, 2002 was a successful year for AMERIGROUP
Corporation. Hard work during the year resulted in achievement
of major milestones in the company’s history. Our membership surpassed the half-million mark in 2002. And

we entered into an agreement for our largest acquisition to date—that of PHP Holdings, Inc. in Florida.

Membership in our health plans increased from 472,000 during 2001 to 591,000 by the end of 2002. On
the first day of the new year, membership grew by another 193,000 as PHP became AMERIGROUP Florida,
Inc. Following four months of outstanding effort on the part of AMERIGROUP associates and our counter-
parts in Florida, we are now pleased and privileged to serve the Miami/Fort Lauderdale, Orlando and Tampa
metropolitan areas.

And while our business growth during the year was impressive, it was made possible only through literally
hundreds of events and experiences that demonstrate how our associates make a difference in the lives of the
members we serve and the communities in which they live.

In this annual report, we tell some of those stories because they weave the fabric of our ultimate success.
They offer glimpses behind the headlines and reveal a great deal about how and why our company succeeds.

Guiding principles of accessible care, affordable solutions for states, and accountable management combine
to facilitate the leadership that makes stories like those you will read here a reality.

While many of the headlines about health care over the past year have heralded concern about rising costs
amid budget deficits, AMERIGROUP’s advocacy of affordable and effective solutions to the problems of unin-
sured and underinsured people continues to provide a solution. In the nation with the world’s best health care
resources, millions still go without basic health care. That is a challenge we are dedicated to resolving in our
business careers. Bringing people into an organized system of care such as ours is truly a proven, effective and
fiscally responsible way to make health care work in America today:

As you read our annual feport, think about this challenge and join us in making efforts to eliminate the
health care disparities our nation faces. As we engage the future, we are confident that our approach, business
philosophy, values and leadership principles are effective. So it is with gratitude that we acknowledge the loyalty
of our members, and with pride that we salute the accomplishments of our associates, physicians and health

care providers in each of the ten communities we are privileged to serve.




With thanks for a job well done, we salute the service of our board of
directors and its valued advice and wise counsel throughout the year.
Our board recognizes the trust and confidence our investors have placed
in us, and we are working every day to maintain it.

We welcome Richard D. Shirk, who joined the board in 2002. Mr.
Shirk previously served as Chairman of Cerulean Companies, a sub-
sidiary of WellPoint Health Networks, Inc..

In additon, Uwe Reinhardt, Ph.D., joined our board in 2002. Dr.

Reinhardt is a professor of economics and public affairs at Princeton

University and writes and speaks extensively on his studies of the
Medicaid managed care field. “What is needed in Medicaid managed care
are firms with a solid track record in this line of work and with sound social ethics,” Dr. Reinhardt commented
earlier this year. “T believe AMERIGROUP brings these traits to the table, or I would not serve on its board.”

To our shareholders, we extend thanks for your loyalty during the year. Our listing on the New York Stock
Exchange was completed and celebrated on Wall Street on January third of this year. Your investment in the
company is now enhanced by the greater liquidity afforded by the NYSE’s position as the largest equity market in
the world. As we look to the future, we are better positioned to meet the challenges and opportunities we face
because of the greater awareness and extended reach that being on the “Big Board” provides.

On behalf of our board, our officers and our valued customers, I thank you for your interest in and support
of our mission. Whether you are a shareholder, health care provider or constituent of one of the many commu-

nity-based organizations we work with, we welcome your interest in our company and hope you will join us

along the road toward improved health status for 84-plus million Americans.

(L pa

Jeffrey L. McWaters
Chairman and CEO




AMERIGROUP’s successful year transcends
the traditional corporate story.

It was a year about leadership

in the most challenging arena

of contemporary health care.




’Il:e year’s results show how accessible care, affordable solutions and
accountable management lead to positive outcomes for the uninsured,

the underinsured and those in public-sponsored health care plans.
Reflecting its mission and values, the company’s results for 2002
are also part of an even broader dynamic. Setting the stage for this
annual report is an impressive body of evidence that confirms what

~- . i AMERIGROUP has always known: Medicaid managed care works.
Forty-eight of the 50 states now have some form of managed care in
place for Medicaid—a complete reversal from the early days of Medicaid
when most care was delivered under a fee-for-service model. The old way

led to inefficient, ad hoc delivery of health care to beneficiaries. Millions

of Americans had no medical home nor a personal physician who knew

their medical histories. Results of fee-for-service care stand in marked
contrast to results obtained under managed care. The latter’s success gave

rise to the opportunity for AMERIGROUP to demonstrate the effective-

ness of its approach to the challenges of serving the underserved.

By 2002 the number of Medicaid recipients under managed care

programs had grown to a majority—56 percent to be exact—yet they
only accounted for 11 percent of all Medicaid outlays. The other 44 percent of beneficiaries under traditional
fee-for-service Medicaid praduced 89 percent of Medicaid spending. While managed care generally has attracted
a negative press because of perceived limitations to access, the Center for Health Care Strategies notes those facts
“have litde to do with the Medicaid arena where beneficiary choice and access to health services is more likely to
be enhanced by managed care.”

These facts comprise a ringing endorsement for the effectiveness of managed care in improving health care
for those currently underserved or uninsured. “Health status can be improved and savings to states achieved,”
said AMERIGROUP chairman Jeffrey McWaters earlier this year while addressing the National Governors’
Association, “by allowing 84 million uninsured and low-income Americans access to an accountable system of

health care that gives them a private doctor and a medical record all in one place.” &
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By the end of 2002, employment at AMERIGROUP had risen to 1,900 associates in four states and the

District of Columbia. Just hours into the new year, 400 new associates joined AMERIGROUP as the company

completed its acquisition of PHP Holdings Inc. in Florida.

While the usual indicators of corporate success—entering new markets, enrolling new members,

innovating with technology—flourished, everything that counts cannot always be quantified. How do you put

Tt

a value on the few extra minutes a member services representative
spends with a mother to find just the right physician for a young child
with asthma? And how do you account for the time a nurse spends with
a new father helping him soothe a new baby who won' stop crying?

Answers to questions like these can be gleaned from the stories that
accompany this narrative. They are stories of health care today—simple
to some, but life-changing to those who live them. They show what no
balance sheet can—reflecting the values with which AMERIGROUP
associates go about their day-to-day activities. Each one is significant in
a broader sense as well, because each reveals possibilities in the realm of
public-sponsored care—the realm of AMERIGROUP’s success.

Unlike trach.tlo.nal fee-for-service EJ@& d@ffSp TE‘M'@ A@Q@SSO
systems, Medicaid managed care ©
health plans like AMERIGROUP provide a medical home for members
and an accountable system of care within a defined network. Yet at
AMERIGROUP that structure reflects only part of the story. The rest is
all-important. It is marshalling community resources to help provide a
sustainable framework for successful health care experiences.

“Take a Loved One to the Doctor Day,” a program sponsored in
2002 by the AMERIGROUP Foundation, shows how the “rest of the
story” works. It demonstrates the adage that nothing beats preventive

care when good health is the goal. However logical, this concept is no

always a priority for many Americans. B
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The creative brainchild of U.S. Health and Human Services
Secretary Tommy Thompson, “Take a Loved One to the Doctor Day”
is specifically aimed at improving healch and well-being among
African-Americans nationwide. It is a cooperative arrangement
between the U.S. Department of Health and Human Services and ABC
Radio’s Tom Joyner Show. The AMERIGROUP Foundation became a
national sponsor of the program during 2002. Doctor Day focused on
getting moms and kids to health fairs for key health care screenings in
Baltimore, Chicago and Dallas.

This initiative—which featured direct contact with primary care

physicians and the creation of ten separate health fairs—successfully
reached significant Hispanic and African-American populations in the
three metropolitan areas. It tangibly supported AMERIGROUP’s
conviction that ensuring access is a priority that our nation cannot
afford to ignore.

In Vanessa’s story (/eff), access is key. Her story is not unusual.

Medicaid covers neatly 40 percent of all births in the U.S. today, and
one in three American children. And at AMERIGROUP, that explains
why the average age of our members is only 14. So we are truly dealing with the future of our country in
addressing issues of access when we encounter high-risk pregnancies. Moms will have their babies—with or
without appropriate care.

As with Vanessa, the risks are great. But through improved access to appropriate care, AMERIGROUP has
been able to reduce its members’ rates of pre-term births—which often require long and expensive care and
can be devastating for a family to endure—to 6.9 percent compared with the overall national average of 11.6
percent. By properly caring for pregnant moms, all of our costs will be lower—the costs to the taxpayers who
would eventually pick up the tab, and the costs to society caused when a child is born without being able to

access the world’s most advanced health care system.




L@&d@f Shﬁp Thlf @ugh @uﬂ:ﬂ‘@&@ho Through the disciplined approach of coordinated care,
whole communities can be shown the way to healthful
environments. Our experience shows that the health of a community goes hand in hand with the health of its
residents. Community emphasis is a focus of the AMERIGROUP Foundation, which enjoyed its second full year
of operation in 2002. During the year, many Foundation-supported programs demonstrated how communites
that strive for safe and healthful environments promote cultures of access. AMERIGROUP has learned that when
communities come together, good things can happen. And the true spirit behind community support is to
foster not just healthy neighborhoods, but safe, secure and positive senses

of place and fellowship among residents.

Nowhere in the country, perhaps, is that modeled in such a big way
as Chicago. Last year AMERIGROUP Illinois was a corporate sponsor of
the “toddlin’ town’s” program of neighborhood and city-wide festivals
offered through the Mayor’s Office of Special Events.

That gave AMERIGROUP lllinois associates the opportunity to be
participants in the hugely popular events—29 city-wide festivals in all—
including the 22nd annual “Taste of Chicago,” which wrapped around
the Fourth of July holiday and attracted an estimated 3.6 million visitors.
AMERIGROUP uses opportunities such as these to provide health
screenings, education and outreach, to talk about health care and access;
to attract new members and to reconnect with current ones.

But it is reasonable to ask: how does this kind of outreach relate to
overall results? Literally hundreds of success stories occur weekly within
AMERIGROUP’s ten markets. They form a mosaic of effectiveness, and the
business rationale behind them leads to overall results such as these:

B Well-child doctor visits among babies 15 months old or younger
were about 18 percent greater than the Medicaid average.

B Fetal mortality among AMERIGROUP families continues to be
consistently below the national benchmark of 6.9 per 1,000.




W Access to primary care physicians for children between 25 months and six years old in the State Children’s
Health Insurance Programs (SCHIP) administered by the company was more than 90 percent for AMERIGROUP
members compared to 79 percent within Medicaid households.

B Despite national vaccine shortages, immunizations for children and adolescents among AMERIGROUP
families increased more than 15 percent from the year before.

B Members enrolled in AMERIGROUP’s asthma disease management program experienced significant health

status improvements—fewer emergency room and inpatient visits—when compared to their prior experiences.




Leadership Through Advocacy. positve outcomes

attract attention.

AMERIGROUP’s leadership shows that Medicaid managed care works

among health care providers and administrators, as well as in the halls of
public policy. With many states facing budgetary difficulties, we have
seen beleaguered state health program administrators increasingly turn
to our expertise for creative solutions to the growing difficulties of
providing adequate levels of care. We at AMERIGROUP were privileged
to tell that story before literally hundreds of forums focusing on policy,
politics and communiy.

The ultimate community for AMERIGROUP is the five states and the
District of Columbia, where the company is privileged to serve. Indeed,
the governments that administer and augment the federal programs
designed for the populations comprising the company’s membership are
AMERIGROUP’s ultimate clients. Medicaid managed care works because

of leadership and focus; and nowhere is that more evident than in those

six jurisdictions. Each is different in its rules and approaches to Medicaid.
But all share common denominators. They have the experience, the
expertise and the incentive to make their programs work. Our role is to forge effective partnerships to make sure

the people in those programs receive the care they need.

L@&d@fShﬂp Thﬂ‘@ugh EXC@M@MC@O A major new partnership highlighted AMERIGROUP’s
development during 2002. In August, the company

announced its largest acquisition—that of a three-market, 193,000-member Medicaid managed care
organization in Florida. In four short months, a comprehensive company effort involving hundreds of
AMERIGROUP associates and key staff in Florida led to the opening of AMERIGROUP Florida, Inc. on January

first of this year. The effort touched all departments within AMERIGROUP, with the company’s other health

plans sharing expertise to ensure a successful transition.
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This success was supported by the effectiveness of AMERIGROUP’s

planning and marketing capabilities and a well-executed re-branding
effort that continues into this year. A key value at AMERIGROUP is
operational excellence, and it was “OpEx"—the ability to integrate
management functions, leverage information technologies and people
skills—that led to a working partnership with the state of Florida.

In addition to the Florida acquisition, AMERIGROUP became market
leader in the District of Columbia with the addition of Capital
Community Health Plan’s Medicaid business. Likewise, AMERIGROUP

further established itself as market leader in Houston with the acquisition

of the Medicaid business of MethodistCare.

These additions showcased the leadership and operationally excellent
role of the company’s information technology infrastructure. Four major
functional upgrades within the overall system were successfully imple-
mented or substandally completed during 2002. The company completed

planning for business continuity in the event of disaster and created a

team dedicated to ensuring full and timely compliance with the new
federal Health Insurance Portability and Accountability Act. The
company thus proved during 2002 that its information technology capacity can meet not only the growth
foreseen, bur regulatory requirements as well.

While much is made in today’s business community about corporate culture, the power of diversity is a key
corporate value at AMERIGROUP. It is a working focus which has not only helped us formulate our goals—it
has also helped us to achieve levels of excellence on the outside—in the communities we serve. This was
reflected during 2002 in recognition received from community organizations, including;
® The Champion of Immunization award from the Chicago Area Immunizations Coalition;
® The Wellness in the Workplace Award from Virginias Hampton Roads Health Coalition; and
E  The first annual Mary Elizabeth Mahoney Award for contributions toward improving access to health care

in minority communities by the National Association for the Elimination of Health Disparities. A







]L@Bld@lf Shﬂp Thf @ugh Action.  Th report is just a snapshot. It is a bellwether along the way of a

voyage. Newspaper headlines across the country reveal the
challenge to our health care system. A litany of hand-wringing, cost-cutting woe has been forthcoming for many
months from media all over the country, bemoaning the “out-of-control” cost increases in health care in publicly
sponsored programs.

However, we believe AMERIGROUP stands out as a leader in finding solutions to these issues. Our experience
shows that we can effectively meet the health care needs of kids and their moms and the uninsured by focusing
exclusively on their needs and communities. As leaders, we call upon our stakeholders to take heart from the story
we've told here; for it is perhaps a harbinger of the future.

Not only do we believe that solutions modeled by managed care through public-private partnerships are
significant in the increasingly vocal national debate, but we ask you to become involved with these solutions if you
are not already.

Health care is expected to be increasingly evident in the nation’s headlines this year—because the problems of
health care are fast-changing, affecting more and more people each day.

“While the working poor make up the biggest chunk of the 41.2 million Americans who lack insurance,”
reported USA Today last November, “811,000 people with household incomes above $75,000 joined the ranks of the
uninsured last year, bringing that groupss total to 6.6 million, according to the Census Bureau.”

“Americd’s newspaper” brings the problem home. It involves us all. Whether it is a low-income child or a laid-off
executive, the health care costs of the uninsured will ultimately be borne by the rest of us.

Certainly this touches the community-based organizations we are involved with every day; the legislators,
governors and policy-makers we have met along the way; and our colleagues in the health care business. But it
also touches you. There are four things you can do: B understand the challenge, apart from media bits and bytes;
B think creatively about solutions to resolving disparities in our national health situation; W push the political
agenda for the plight of the uninsured; and ® advocate and communicate positive responses that play to our
successes, not our failures.

So while our fundamental goal is to enroll new members and manage their health; our larger vision is to enroll
you in addressing the issues we've raised in this report. It is our hope that you will lend your voice and energies
to the challenge of providing a workable and fair way to deliver the services of the nation’s health care

providers—the world’s best—to those who need them. A
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Corporate Governance
Board of Directors

Committee assignments of our
Directors are based upon

the skills and expertise of the
individual director and the
needs of the business.

The Board meets regularly
without members of
management present.
Directors have access to
members of the Company’s
management team.
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reporting of complaints and
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B Since becoming a public
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public disclosure of material

informartion.
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B The Company has adopted
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been signed by all Financial
Executives and Senior Officers

of the Company.
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PARTI

ITEM 1. Business
Overview

We are a multi-state managed health care company focused on serving people who receive health care
benefits through public-sponsored programs, including Medicaid, State Children’s Health Insurance Program, or
SCHIP, and FamilyCare. We believe that we are better qualified and positioned than many of our competitors to
meet the unique needs of our target populations because of our focus on providing managed care to these
populations, our medical management programs, and our community-based education and outreach programs.
Unlike many managed care organizations that attempt to serve the general commercial population, as well as
Medicare and Medicaid populations, we are focused exclusively on the Medicaid, SCHIP and FamilyCare
populations. We do not offer Medicare or commercial products. In general, as compared to commercial or
Medicare populations, our target population is younger, accesses heaith care in an inefficient manner, and has a
greater percentage of medical expenses related to obstetrics, diabetes, circulatory and respiratory conditions. We
design our programs to address the particular needs of our members, for whom we facilitate access to health care
benefits pursuant to agreements with the applicable regulatory authority. We combine medical, social and
behavioral health services to help our members obtain quality health care in an efficient manner.

Our success in establishing and maintaining strong relationships with state governments, providers and
members has enabled us to obtain new contracts and to establish a leading market position in many of the
markets we serve. Providers are hospitals, physicians and ancillary medical programs which provide medical
services to our members. Members are said to be *“enrolled” with our health plans to receive benefits:
Accordingly, our total membership is generally referred to as our enroliment. As of December 31, 2002, we
provided an array of products to members in Texas, New Jersey, Maryland, the District of Columbia and
Chicago, Illinois for approximately 591,000 members. Effective January 1, 2003, we acquired PHP Holdings,
Inc. and its subsidiary Physicians Health Plans, Inc., (together PHP), in Florida. We operate in Florida under the
name AMERIGROUP Florida, Inc. With the acquisiion of PHP, we began prov1dmg our products to
approximately 193,000 additional members on J. anuary 1, 2003.

We were incorporated in Delaware on December 9, 1994 as AMERICAID Community Care by a team of
experienced senior managers led by Jeffrey L. McWaters, our Chairman and Chief Executive Officer. During
1994 through 1995, we were involved primarily in financial planning, recruiting and training personnel,
developing products and markets and negotiating contracts with various state governments. During 1996, we
began enrolling Medicaid members in our Fort Worth, Texas, New Jersey and Chicago, Illinois plans and in
1997, we obtained a contract and began enrolling members in our Houston, Texas plan. In 1998, we acquired the
New Jersey Medicaid contract rights and other related assets from Oxford Health Plans (NJ), Inc. In 1999, we
began operating in Maryland and the District of Columbia,.and obtained a contract and began enrolling members
in our Dallas plan. Our operations in Maryland and the District of Columbia are the result of acquiring contract
rights from Prudential Health Care. Effective January 1, 2003, we began operations in Florida as a result of an
acquisition.

Market Opportunity
Emergence of managed care

Health care in the United States has grown from a $27 billion industry in 1960 to a highly- regulated market
of approximately $1.4 trillion in 2001, according to the federal government’s Centers for Medicare & Medicaid
Services, or CMS. CMS projects total U.S. health care spending will grow by 7.3% annually over the next eleven
years, implying that health care expenditures will reach approximately $3.1 trillion by 2012. In response to the
dramatic increases in health care-related costs in the late 1960s, Congress enacted the Federal Health
Maintenance Organization Act of 1973, a statute designed to encourage the establishment and expansion of care
and cost- management. The private sector responded to this legislation by forming health maintenance
organizations, or HMOs. HMOs were intended to address the needs of employers, insurers, government entities

3




and health care providers who sought a cost-effective alternative to traditional indemnity insurance. Since the
establishment’ of HMOs, enrollment has increased more than twelve-fold from 6 million in 1976 to nearly
76.1 million in 2002. Over that time, many HMOs have been formed to focus on a specific or specialty
population of health care such as -commercial plans for employees, Medicare, Medicaid, dental care and
behavioral health care. Additionally, HMOs have been formed in a variety of sizes, from small community-based
plans to multi-state organizations.

Despite these efforts to organize care delivery, the costs associated with medical care have continued to
increase. As a result, it has become increasingly important for HMOs to understand the populations they serve in
order to develop an infrastructure and programs tailored to the medical and social profiles of their members. .

Medicaid, SCHIP and FamilyCare Programs

Medicaid, a state administered program, was enacted in 1965 to make Federal matching funds available to
all states for the delivery of health care benefits to eligible individuals, principally those with incomes below
specified levels who meet other state specified requirements. Medicaid is structured to allow each state to
establish its own eligibility standards, benefits package, payment rates and program administration under broad
federal guidelines. By contrast, Medicare, in which we do not participate, is a program administered by the
federal government and is made available to the aged and disabled. Some of the differences between Medicaid
and Medicare are set forth below: '

Medicaid

» state administered,

e gtate and‘matching federal funds,

* average age of our members is 14,

+ 25 million people in managed care in 2002,

* government funded prescription drug coverage, and

* mandatory managed care in most states.

Medicafe
» federally operated,
» federal funds only,
+ average age of members is over 70,
- .5 million people in managed care in 2002, . - . .. .. ...
* no government funded prescription drug coverage, and
* no mandatory managed care.
Most states determine threshold Medicaid eligibility By reference to other ‘federal financial assistance
programs including: : :
* Temporary Assistance to Needy Families, or TANF, and
*  Supplemental Security Income, or SSI.
. TANF provides assistance to low-income families with children and was adopted to replace the Aid to

Families with Dependent Children program. SSI is a federal program that provides assistance to low-income
aged, blind or disabled individuals. However, states can broaden eligibility criteria.
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SCHIP, developed in 1997, is a federal/state matching program which provides health care coverage to
children not otherwise covered by Medicaid or other insurance programs. SCHIP enables a segment of the large
uninsured population in the United States to receive health care benefits. States have the option of administering
SCHIP through their Medicaid programs. SCHIP enrollment reached 5.3 mllhon in 2002, an approximate 15%
increase over 2001 enrollment figures. O L L VRN

FamilyCare programs have been established in several states including New Jersey and the District of
Columbia. The New Jersey FamilyCare Health Coverage Act is a Medicaid expansion program providing health
care access to an estimated 163,000 previously uninsured or underinsured New Jersey residents in 2003. New
Jersey FamilyCare is a voluntary federal and state funded health insurance program created to help uninsured
families, single adults and couples without dependent children obtain affordable health coverage. The
FamilyCare program in the District of Columbia provides services to approx1mately 80,000 primarily low-
income pregnant women, children and adults. .

In 2002, according to information published by CMS, Medicaid covered more than 44 million individuals,
as follows:

Federal assistance

. ‘ program
Number Category ‘ . reference
21.3 million children . TANF
9.5 million " adults, mostly women TANF
8.5 million disabled SSI
4.7 million individuals over 64 SSI

Nationally, approximately 62% of Medicaid spending is directed toward hospital, physician and other acute
care services, and the remaining approximately 38% is for nursing home and other long-term care. In general,
inpatient and emergency room utilization tends to be higher within the Medicaid population than among the
general population because of the inability to afford access to a primary care physician leading to the
postponement of treatment until acute care is required.

The highest health care expenses for the non-elderly Mediéaid popula;ion include:

s obstetrics,

* respiratory illness,

¢ diabetes,

* neonatal care,

* sickle cell disease and

e HIV/AIDS.

In 2002, the Federal government spent $147.5 billion on Medicaid and states spent an additional $111.0

billion. Government estimates indicate that total Medicaid outlays may reach $285 billion by fiscal year 2003,
with an additional $4.8 billion spent on SCHIP programs. Key factors driving Medicaid spending include:

* number of eligible individuals who enroll,
» price of medical and long—term care services,
« use of covered services, ‘
. state decisions regarding optional services and optional eligibility groups, and

» effectiveness of programs to reduce costs of providing benefits, including managed care.
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Medicaid Funding.

The Federal government pays a share of the medical assistance expenditures under each state’s Medicaid
program. That share, known as the Federal Medical Assistance Percentage, or FMAP, is determined annually by
a formula that compares the state’s average per caplta income level with the national average per capita income
level. Thus, states with higher per capita income, levels are reimbursed a smaller share of their costs than states
with lower per capita income levels. The FMAP cannot be lower than 50% or higher than 83%. In 2003, the
EMAPs varied from 50% in 12 states and 5 territories to 76.6% in Mississippi, and averaged 59.9% overall. In
addition, the Balanced Budget Act of 1997 permanently raised the FMAP for the District of Columbia from 50%
to 70%. The states’ fiscal 2003 FMAPs for the markets in which we have contracts are:

New Jersey . ..o s 50.0%
T EXaS . ot e e e 60.0%
Maryland .......... S 50.0%
CTHENOIS . e vt P 50.0%
District of Columbia ............... e TR . 70.0%
Florida ... e e 58.8%

The Federal government also matches administrative costs, generally about 50%, althdugh higher
percentages are paid for certain activities and functions, such as development of automated claims processing
systems. Federal payments have no set limits (other than for SCHIP programs) but rather are made on a matching
basis. In 2001, 41% of total federal funds prov1ded to states were spent on Medicaid, the highest category of
federal funds provided to states.

State governments pay the share of Medicaid and SCHIP costs not paid by the Federal government. Some
states require counties to pay part of the state’s share of Medicaid costs. In 2001, Medicaid was the second
largest category of state spending, following spending on elementary and secondary education, and made up over
20% of total state spending.

Federal law establishes general rules governing how states administer their Medicaid and SCHIP programs.
Within those rules, states have considerable flexibility, including flexibility in how they set most provider prices
and service utilization controls. Generally, state Medicaid budgets are developed and approved annually by the
state governor and the legislature and Medicaid expenditures are monitored during the year against budgeted
amounts. Federal law requires states to offer at least two HMOs in any urban market with mandatory HMO
enrollment. If Medicaid HMO market departures result in only one or no HMOs in an urban area, the affected
state must also offer the fee-for-service Medicaid program.

Under the Health Insurance Flexibility and Accountability Demonstration Program (HIFA), states can seek
waivers from specific provisions of Federal Medicaid requirements to increase the number of individuals with
health coverage through current Medicaid and SCHIP resource levels. Currently, ten states are involved either in
approved  waiver programs or pending applications. The Bush Administration has emphasized providing
coverage to populations with income below 200 percent of the Federal poverty level.

Medlcatd Managed Care

Hlstorlcally, the tradmonal Med1ca1d programs made payments directly to providers after delivery of care.
Under this approach, recipients received care from disparate sources, as opposed to being cared for in a
systematic way. As a result, care for routine needs was often accessed through emergency rooms or not at all.

The delivery of episodic health care under the traditional Medicaid program limited the ability of the states
to provide quality care, implement preventive measures and control health care costs. Federal Medicaid spending
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grew at an average annual rate of 19.6% between 1988 and 1993, prior to the widespread use of managed care for
Medicaid benefits.

Over the past decade, in response to rising health care costs and in an effort to ensure quality health care, the
Federal government has expanded the ability of state Medicaid agencies to explore, and, in some cases, mandate
the use of managed care for Medicaid beneficiaries. If Medicaid managed care is' not mandatory, individuals
entitled to Medicaid may choose either the traditional Medicaid program or a managed care plan, if available.
According to information published by -CMS, from 1993 to 1998, managed care enrollment among Medicaid
‘beneficiaries increased more than three-fold. All of the markets in which we operate, except Chicago, Ilhnms
have a state-mandated Medicaid managed care program in place.

The AMERIGROUP Approach

Unlike many managed care organizations that attempt to serve the general population, as well as Medicare
and Medicaid populations, we are focused exclusively on serving people who receive health care benefits
through public-sponsored programs. We do not offer Medicare or commercial products. Our success in
establishing and maintaining strong relationships with state governments, providers and members has enabled us
to obtain new contracts and to establish a strong market position in the markets we serve. We have been able to
accomplish this by addressing the various needs of these three constituent groups.

State Governments

We have been successful in bidding for contracts and implementing new products because of our ability to
facilitate access to quality health care services in a cost-effective manner. Our education and outreach programs,
our disease and medical management programs and our information systems benefit the communities we serve
while providing the state governments with predictability of cost. Our education and outreach programs are
designed to decrease the use of emergency care services as the primary access to health care through the
provision of programs like member health education seminars and system-wide 24-hour on-call nurses. Our
information systems are designed to measure and track our performance enabling us to demonstrate the
effectiveness of our programs to the government. While we promote ourselves directly in applying for new
contracts or seeking to add new benefit plans, we believe that our ability to obtain additional contracts and
expand our service areas within a state results primarily from our demonstrating prior success in facilitating
access to quality care while reducing and managing costs and our customer-focused approach to working with
state governments. We believe we will also benefit from this experience when bidding for and acquiring
contracts in new state markets.

Providers

In each of the communities where we operate, we have established extensive provider networks and have
been successful in continuing to establish new provider relationships. We have accomplished this by working
closely with physicians to help them operate efficiently by providing financial, statistical and utilization
information, physician and patient educational programs and disease and medical management programs, as well
as adhering to & prompt payment policy. In addition, as we increase our market penetration, we provide our
physicians with a growing base of potential patients in the markets they serve. This network of providers and
relationships assists us in'implementing preventive care methods, managing costs and improving access to health
care for members. We believe that our experience working and contracting with Medicaid providers will give us
a competitive advantage in entering new markets. While we do not directly market to or through our providers,
they are important in helping us attract new members and retain existing members. -

Communities

We focus on the members we serve and the communities where they live. Many of our employees, including
the sales force and outreach staff, are a part of the communities we serve. We are active in our members’
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communities through education and outreach programs. We often provide programs in our members’ physician
office, churches and community centers. Upon entering a new market, we use these programs and other
advertising to create brand awareness and loyalty in the community.

Members v

In both signing up new members and retaining existing members, we focus on our understanding of the
unique needs of the Medicaid, SCHIP and FamilyCare populations. We have developed a system that provides

our members with easy access to appropriate care. We supplement this care with community-based education and

outreach programs designed to improve the well-being of our members. These programs. not only help our
members control and manage their medical care, but also have been proven to decrease the incidence of
emergency room care, which is traumatic for the individual and expensive and inefficient for the health care
system. We also help our members access prenatal care which improves outcomes for our members and is less
costly than unmanaged care. As our presence in a market matures, ‘these programs, and other value added
services, help us build and maintain membership levels.

Strategy

Our objective is to become the leading managed care organization in the United States focused on serving
people who receive health care benefits through public-sponsored programs. To achieve this objective we intend to:

Increase our membership in existing markets through internal growth and acquisitions. We intend to
increase our membership in existing markets through development and implementation of community-specific
products, alliances with key providers, sales and marketing efforts and acquisitions. We facilitate access to a
broad continuum of health care supported by numerous services such as neonatal intensive care and high-risk
pregnancy programs. These products and services are developed and administered by us but are also designed to
attract and retain our providers, who are critical to our overall success. Through strategic and selective
contracting with providers, we are able to customize our provider networks to meet the unique clinical, cultural
and socio-economic needs of our members. Our providers often are located in the inner-city neighborhoods
where our members live, thereby providing access1b1hty to, and an understanding of, the needs of our members.
For example, in our voluntary Chicago market, we have a sales force to recruit potential members who are
currently in the traditional Medicaid system. The overall effect of this comprehensive approach reinforces our
broad brand-name recognition as a leading managed health care company serving people who receive public-
sponsored health care benefits, while complying with state mandated marketing guidelines. We may also choose
to increase membership by acquiring Medicaid contracts and other related assets from competitors in our existing
markets.

Expand into new markets for our services through acquisitions and development of new operations. Since
1996, we have developed markets in Texas, New Jersey and Chicago, Iilinois and acquired businesses in New Jersey,
Maryland, Texas, Florida and the District of Columbia. We intend to evaluate potential new markets using our
established government relationships and our historical .experience in managing Medicaid populations. Our
management team is experienced in identifying markets - for development of new operations, including
complementary businesses, identifying and executing acquisitions and integrating these businesses into our existing
operations. Furthermore, our information technology systems and processes are designed to be scalable and
replicable, which should enable us to access the critical information needed to effectively manage a new market.

Capitalize on our experience working with state governments. ‘We continually strive to be an industry-
recognized leader in government relations and an important resource to our state government customers. For
example, we have a dedicated legislative affairs team with experience at the Federal, state and local levels. We
are, and intend to continue to be, an active and leading participant in the formulation and development of new
policies and programs for public-sponsored health care benefits. This also enables us to competmvely expand our
service areas and to implement new products.
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Focus on our “medical home” concept to provide quality, cost-effective health care. We believe that the
care the Medicaid population has historically received can be characterized as uncoordinated, episodic and short-
term focused. In the long term, this approach is less desirable for the patient and more expensive for the state.

Our approach to serving the Medicaid and historically uninsured- populations is based on offering a
comprehensive range of medical and social services intended to improve the weli-being of the member while
lowering the overall cost of providing benefits. Unlike traditional Medicaid, each of our members has.a prim
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reduce costs. An integral part of our medical home concept is continual quality management. To help the
physician improve the quality of care and improve the health status of our members, we have developed a
number of programs and procedures to address high frequency, chronic or high-cost conditions, such as
pregnancy, respiratory conditions, diabetes, sickle cell and congestive heart failure. Our procedures include case
and disease management, pre-admission certification, concurrent review of hospital admissions, discharge
planning, retrospective review of claims, outcome studies and management of inpatient, ambulatory and
alternative care. These policies and programs are designed to consistently provide high quality care and cost-
effective service to our members.

Products

We have developed several products through which we offer a range of health care services. These products
are also community-based and seek to address the social and economic issues faced by the populations we serve,
Additionally, we seek to establish strategic relationships with prestigious medical centers, children’s hospitals
and federally qualified health centers to assist in implementing our products and medical management programs
within the communities we serve. Our health plans cover various services that vary by state and may include:

+ primary and specialty physician care,

+ inpatient and outpatient hospital care,

* emergency and urgent care,

+ prenatal care,

» laboratory and x-ray services,

* home health and durable medical equipment,

» behavioral health services and substance abuse,

* long-term and nursing home care,

*  24-hour on-call nurses,

* vision care and exam allowances,

+ dental care,

* chiropractic care,

* podiatry,

¢ prescriptions and limited over-the-counter drugs,
+ assistance with obtaining transportation for office or health education visits,
*  memberships in the Boys’ and Girls” Clubs, and

« welcome calls and health status calls to coordinate care.
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Our products, which we may offer under different names in different markets, focus on specific populations
within the Medicaid, FamilyCare and SCHIP programs. The average premiums for our products vary mgmﬁcantly
due to differences in the benefits offered and underlying medical conditions in the populations covered.

AMERICAID, our principal product, s our family-focused Medicaid managed health care product designed
for the TANF population that consists primarily of low- mcome children and their mothers Historically, most of
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AMERIKIDS is our managed health care product for uninsured children not eligible for Medicaid. This
product is designed for children in the SCHIP initiative. We began offering AMERIKIDS in Maryland and
Washington, D.C. when we acquired Prudential’s contract rights and other related assets in those areas in 1999.
We began offering AMERIKIDS in New Jersey and Texas in 2000. As of December 31, 2002, we had
approximately 125,000 members in our AMERIKIDS product. Effective January 1, 2003, the acquisition of PHP
added approximately 59,000 AMERIKIDS members to our enrollment.

AMERIPLUS is our managed health care product for SSI recipients. This population consists of the low-
income aged, blind and disabled. We began offering this product in 1998 and currently offer it in New Jersey, .
Maryland and Houston. We expect our AMERIPLUS membership to grow as more states include SSI benefits in
mandatory managed care programs. As of December 31, 2002, we had approximately 46,000 AMERIPLUS
members. Effective January 1, 2003, the acquisition of PHP added approximately 18,000 AMERIPLUS members
to our enrollment. Included in this number are approximately 350 members added through a Florida program
called SummitCare. SummitCare is a pilot program designed by the state of Florida to help seniors live safely in
their homes as an alternative to nursing home care.-

AMERIFAM is our FamilyCare managed health care product designed for uninsured segments of -the
population other than SCHIP eligibles. AMERIFAM’s current focus is the families of our SCHIP and Medicaid
children. We offer this product in Washington, D.C. and New Jersey where the program covers parents of SCHIP
and Medicaid children. As of December 31, 2002, we had approximately 26,000 AMERIFAM members.

As of December 31, 2002, of our 591,000 members, 92% were enrolled in TANF, SCHIP and FamilyCare
programs. The remaining 8% were enrolled in SSI programs. Of these SSI enrollees, approximately 5,000 were
members to whom we provided limited administrative services but did not provide health benefits.

Disease and Medical Management Programs

We provide specific disease and medical management programs designed to meet the special health care needs
of our members with chronic illnesses, to manage excessive costs and to improve the overall health of our members.
We currently offer disease and medical management programs in areas such as neonatal, high-risk pregnancy, asthma
and other respiratory conditions, congestive heart failure, sickle cell disease, diabetes and HIV. These programs focus
on preventing acute occurrences associated with chronic conditions by identifying at risk members, monitoring their
conditions and pro-actively managing their care. We also employ tools such as utilization review and pre-certification
to reduce the excessive costs often associated with uncoordinated health care programs.

Marketing and Educatlonal Programs o e

An important aspect of our comprehensive approach to health care delivery is our marketing-and educanonal
programs, which we administer system-wide for our providers and members. We often provide these programs in
members’ homes, churches and community centers. The programs we have developed are specifically designed
to increase awareness of various diseases, conditions and methods of prevention in a manner that supports the
providers, while meeting the unique needs of our members. For exaniple, we conduct health promotion events in
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physicians’ offices that target respiratory conditions, immunization and other health issues. Direct provider
marketing is supported by traditional marketing venues such as direct mail, telemarketing, and television, radio
and cooperative advertising with participating medical groups.

We believe that we can also increase and retain membership through marketing and education initiatives.
We have a dedicated staff who actively support and educate prospective and existing members and community
organizations. Through programs such as Safe Kids, and- My Baby and Me, a prenatal program for pregnant
moms and their babies, we promote a healthy lifestyle, safety and good nutrition to our members. In addition to
these personal health-related programs, we remain committed to the communities we serve.

We have developed specific strategies for building relationships with key community organizations, which
helps enhance community support for our products and improve service to members. We regularly participate in
local events and festivals and organize community health fairs to promote healthy lifestyle practices. As
important, our associates help support community groups by serving board members and volunteers. In the
aggregate, these activities serve to act as not only as a referral channel but also reinforce the AMERIGROUP
brand and foster member loyalty.

In several markets, we provide value-added benefits as a means to attract and retain members. These
benefits include free memberships to the local Boys and Girls Clubs and vouchers for over-the-counter
medications. We believe that our comprehensive approach to health care positions us well to serve our members,
their providers and the communities in which they both hve and work.

Community Partners

We believe community focus and understanding are important to attracting and retaining members. To assist
in establishing our community presence in a new market, we seek to establish relationships with prestigious
medical centers, children’s hospitals and federally qualified health centers to offer our products and programs.
For example, we have strategic relationships with Cook Children’s Health Care System in Fort Worth, Texas and
Memorial Hermann Healthcare System in Houston, Texas, granting us the right to actively market their names
and logos in advertising of our Medicaid products. A Cook Children’s affiliate, the Cook Children’s Physician
Network, is our exclusive provider of pediatric health care services to members age 15 and under in this service
delivery area.

Provider Network

We facilitate access to health care services to our members through mutually non-exclusive contracts with
primary care physicians, specialists, ancillary providers and hospitals. Either prior to or concurrently with
bidding for new contracts, we establish a provider network in each of our service areas. The following table
shows the total approximate number of primary care physicians, specialists and hospltals participating in our
network for December 2002: :

Service Areas

Mid-
Atlantic
(Maryland
Texas New Jersey and D.C.) Chicago Total Florida(1)
Primary care physicians . ..................... 1,300 1,800 . 1,500 450 5,050 1,300
Specialists ........ e e e sos 3,500 3,800 ..6,000 . 600 .. 13,900 4,200
Hospitals . ........ .. . i, 70 70 50 20 210 80
Ancillary providers ......................... 600 450 350 400 1,800 900

(1) Effective January 1, 2003 we began Florida operations through the acquisition of PHP. Our provider
network for Florida became effective on January 1, 2003 with the acquisition of PHP. Accordingly, our
Florida network is not included in our participating network total for December 2002.
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The primary care physician, or PCP, is a critical component in care delivery, and also in the management of
costs and the attraction and retention of new members. PCPs include family and general practitioners,
pediatricians, internal medicine physicians and OB/GYNs. These physicians provide preventive and routine health
care services and are responsible for making referrals to specialists, hospitals and other providers. Health care
services provided directly by primary care physicians include the treatment of illnesses not requiring referrals,
periodic physician examinations, routine immunizations, well child care and other preventive health care services.

Specialists provide medical care to members generally upon referral by the primary care physicians.
However, we have identified specialists that are part of the ongoing care of our members, such as allergists,
oncologists and surgeons, which our members may access directly without first obtaining a PCP referral. Our
contracts with both the primary care physicians and specialists usually are for one- to two-year periods and
automatically renew for successive one-year periods subject to termination by us for cause, if necessary, based on
provider conduct or other appropriate reasons. The contracts generally can be canceled by either party upon 90 to
120 days prior written notice.

Our contracts with hospitals are usually for one- to two-year periods and automatically renew for successive
one-year periods. Generally, our hospital contracts may be terminated by either party without cause with 90 to
150 days prior written notice. Pursuant to the contract, the hospital is paid for all pre-authorized medically
" necessary inpatient and outpatient services and all covered emergency and medical screening services provided
to members. With the exception of emergency services, most inpatient hospital services require advance approval
from the member’s primary care physician and our medical department. We require hospitals in our network to
participate in utilization review and quality assurance programs. :

We have also contracted with other ancillary providers for physical therapy, mental health and chemical
dependency care, home health care, vision care, diagnostic laboratory tests, x-ray examinations, ambulance
services and durable medical equipment. Additionally, we have contracted with dental vendors that provide
routine dental care in markets where routine dental care is a covered benefit and with a national pharmacy benefit
manager that provides a local pharmacy network in our markets where pharmacy is a covered benefit.

In order to ensure the quality of our medical care providers, we credential and re-credential our providers
using standards that are supported by the National Committee for Quality Assurance. Additionally, we provide
feedback and evaluations on quality and medical management to them in order to improve the quality of care
provided, increase their support of our programs and enhance our ability to attract and retain providers.

Provider Payment Methods

Fee-for-Service. This is a reimbursement mechanism which pays providers based upon services
performed. For the year ended December 31, 2002, approximately 9471% of ouf paymeiits for direct health
benefits were on a fee-for-service reimbursement basis, including fees paid to third-party vendors for ancillary
services such as pharmacy, mental health, dental and vision benefits. The primary fee-for-service arrangements
are maximum allowable fee schedule, per diem, percent of charges or any combination thereof. The following is
a description of each of these mechanisms: ‘

Maximum Allowable Fee Schedule. Providers are paid the lesser of billed charges or a specified

fixed payment for a covered service. The maximum allowable fee schedule is developed using,

among other indicators, the state fee-for-service Medicaid program fee schedule, Medicare fee

schedules, medical costs trends and market conditions. Adjustments to the fee schedules are not
. mandated in the provider contracts, but adjusted at our discretion, using the above indicators.

Per Diem and Case Rates. Hospital facility costs are typically reimbursed at negotiated per diem
or case rates, which vary by level of care within the hospital setting. Lower rates are paid for

- lower intensity services, such as a low birth weight newbormn baby who stays in the hospital a few
days longer than the mother, compared to higher rates for a neo-natal intensive care unit stay for a
baby born with severe developmental disabilities.
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Percent of Charges. We contract with providers to pay them an agreed-upon percent of their
standard charges for covered services. This is typically done where hospitals are reimbursed under
the state fee-for-service Medicaid program on a percent of charges basis.

Capitation. Some of our primary care physicians and specialists are paid on a fixed-fee per member basis,
also known as capitation. Our arrangements with other providers for vision, dental, home health, laboratory,
durable medical equipment, mental health and chemical dependency services may also be capitated.

We review the fees paid to providers periodically and make adjustments as necessary. Generally, the
contracts with the providers do not allow for automatic annual increases in payments. Among the factors
generally considered in adjustments are changes to state Medicaid fee schedules, competitive-environment,
current market conditions, anticipated utilization patterns and projected medical expenses. In order to enable us
to better monitor quality and meet our state contractual encounter reporting obligations, it is our intention to
increase the number of providers we pay on a fee-for-service basis and reduce the number of capitation contracts
we have. States use the encounter data to monitor quality of care to members and to set premium rates.

Qur Health Plans

We have five active health plan subsidiaries offering health care services in Texas, New Jersey, Florida,
Maryland, -the District of Columbia and Chicago, llinois. We have never been denied a contract renewal from
the jurisdictions in which we do business and we expect our relationship with these jurisdictions to continue.
Each of our health plans have one or more contracts that expire at various times, as set forth below:

MARKET & PRODUCT TERM END DATE

Texas TANEF, SSI, SCHIP August 31, 2003

Florida TANF, SSI June 30, 2004

Florida SCHIP September 30, 2003 and 2006
Florida Summit Care ’ June 30, 2003

New Jersey - TANF, SSI; SCHIP, FamilyCar June 30, 2003

Maryland(a) - TANF, SSI, SCHIP . —

District of Columbia TANF, SCHIP, FamilyCare July 31, 2003

Nlinois TANF June 30, 2003

(a) Our Maryland contract does not have a set term. It can be terminated by either party upon 60 days notice.

Texas

Our Texas health plan, AMERIGROUP Texas, Inc., is licensed as an HMO and became operational in
September 1996, Our current service arecas include the cities of Fort Worth, Dallas and Houston and the
surrounding counties. For December 2002, we had approximately 296,000 members in Texas, consisting of
approximately 139,000 members in Houston, approximately 84,000 members in Dallas and approximately
73,000 members in Fort Worth. On January 1, 2002, we acquired the Medicaid line of business of MethodistCare
Inc. (MethodistCare) in the Houston area. In August 2001, we acquired the Medicaid line of business of Humana
Inc. (Humana) in the Houston area. We have the largest Medicaid membership in each of our Fort Worth and
Houston markets. We have the second largest Medicaid membership in our Dallas market. We offer
AMERICAID in-each of our Texas markets and AMERIPLUS in Houston. In May 2000, we began offering
AMERIKIDS in Dallas and Houston. OQur TANF contract in Fort Worth, our TANF and SCHIP contracts in
Dallas and our TANF, SCHIP and SSI contracts in Houston expire on August 31, 2003.

Florida

Our Florida health plan, AMERIGROUP Florida, Inc., is licensed as an HMO and became operational in
January 2003 with the acquisition of PHP. Our current service areas include the metropolitan areas of Miami/Ft.
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Lauderdale, Orlando and Tampa. Our current service areas include 12 counties in Florida. We did not have any
membership for December 2002. Effective January 1, 2003, upon the acquisition of PHP, we had approximately
193,000 members, consisting of approximately 37,000 members in Miami/Ft. Lauderdale, 47,000 members in
Orlando and 109,000 members in Tampa. Our TANF contracts expire June 30, 2004 and our SummitCare and
SSI contracts expire June 30, 2003. Our Florida SCHIP contracts are entered into on a county by county basis.
The SCHIP contracts, which expire at different times based on the county, expire September 30, 2003 and 2006.

New Jersey

Our New Jersey health plan, AMERIGROUP New Jersey, Inc., is licensed as an HMO and became
operational in February 1996. Our current service areas include 20 of the 21 counties in New Jersey. For
December 2002, we had approximately 99,000 members in New Jersey. We have the third largest Medicaid
membership in New Jersey. We offer AMERICAID, AMERIPLUS, AMERIKIDS and AMERIFAM in New
Jersey. Our contract with New Jersey expires on June 30, 2003.

Maryland

Our Maryland health plan, AMERIGROUP Maryland, Inc. is authorized to operate as a managed care
organization in Maryland and became operational in June 1999. Our current service areas include 20 of the 24
counties in Maryland. For December 2002, we had approximately 125,000 members in Maryland. In May 2001,
the state of Maryland transitioned to us approximately 17,000 additional members from another Medicaid MCO
in receivership. We have the largest Medicaid membership in Maryland. We offer AMERICAID, AMERIPLUS
and AMERIKIDS in Maryland. Our contract in Maryland does not have a set term. It can be terminated by either
party upon 60 days prior notice.

District of Columbia

AMERIGROUP Maryland, Inc. is also licensed as an HMO in the District of Columbia and became
operational there in August 1999. For December 2002, we had approximately 37,000 members in the District of
Columbia. Effective July 1, 2002, we acquired the Medicaid line of business of Capital Community Health Plan
(CCHP) in Washington D.C. We have the largest Medicaid membership in the District of Columbia. We offer
AMERICAID, AMERIKIDS and AMERIFAM in the District of Columbia. Our contract with the District of
Columbia expires on July 31, 2003.

Chicago, 1llinois

Our Chicago, Illinois health plan, AMERIGROUP Illinois, Inc., is licensed as an HMO and became
operational in April 1996. Our current service area includes the counties of Cook and DuPage in the Chicago
area. In Chicago, enroliment in a Medicaid managed care plan is voluntary. For December 2002, we had
approximately 34,000 members in Chicago. We have the largest Medicaid health plan membership in Cook
County. We offer AMERICAID in the Chicago area. Qur contract in Illinois, which can be terminated by either
party with 90 days written notice, expires June 30, 2003.

Quality Management

We have a comprehensive quality management plan designed to improve access to cost-effective quality
care. We have developed policies and procedures to ensure that the health care services provided by our health
plans meet the professional standards of care estabhshed by the industry and the medical community. These
procedures include:

* Analysis of health care utilization data. To avoid duplication of services or medications, in
conjunction with the primary care physicians, health care utilization data is analyzed and, through
comparative provider data and periodic meetings with physicians, we identify areas in which a
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physician’s utilization rate differs significantly from the rates of other physicians. On.the basis of this
analysis, we suggest opportunities for improvement and following up with the primary care physician to
monitor utilization.

*  Medical care satisfaction studies. -We evaluate the quality and appropriateness of care provided to our
health plan members by reviewing health care utilization data and responses to member and physician
quesnonnaxres and grievances. - '

*  Clinical care overszght Each of our health plans has a medical adv1sory committee comprlsed of
physician representatives and chaired by the plan’s medical director. This committee reviews
credentialing, approves clinical protocols and practice guidelines and evaluates new physician group
candidates. Based on regular reviews, the medical directors who head these committees develop
recommendations for improvements in the delivery of medical care. ' '

*  Quality improvement plan. A quality improvement plan is implemented in each of our health plans
and is governed by a quality. management committee. The quality management committee is comprised
of senior management at our health plans, who review. and evaluate the quality of our health services
and are responsible for the development of quality improvement plans spanning both clinical quality and
customer. service quality. These plans are developed from provider and membership feedback,
satisfaction surveys and results of action plans. OQur corporate quality improvement council oversees and

.meets regularly with. our health plan quality management committees to help ensure that we have a
coordinated, quality-focused approach relating to our members, providers and state governments..

Management Informatlon Systems

The ability to access data and translate it into meanmgful information is essent1a1 to our being able to
operate across a multi-state service area in a cost effective manner. Our centralized.computer-based information
systems support our core processing functions under a set of integrated databases and are designed to be both
replicable and scalable to accommodate internal growth and growth from acquisitions. This integrated approach
helps to assure that consistent sources of claim and member information are provided across all of our health
plans. We use these systems for billing, claims processing, utilization management, marketing and sales tracking,
financial and management accounting, medical cost trending, reporting, planning and analysis. The systems also
support our internal member and provideér service fuictions, including on- llne access to member e11g1b1hty
verification, primary care physician membership roster and claims status.

Competition

~ Our principal co_rﬁpetitors for state contracts, members_and providers consist of the f;illowing typ.es‘ of
organizations: ‘

* Primary Care Case Management Programs, or PCCMs—Programs established by the states through
contracts with primary care providers to provide primary care services to the Medicaid recipient, as well
as provide limited oversight over other services. .

+  Commercial HMOs—National and regional commercial managed care orgamzanons that have Medicaid
and Medicare members in add1t10n to members in private commercial plans.

* Medicaid HMOs—Managed care organizations that focus solely on serving people who receive health
care benefits through Medicaid. - : o

We will continue to face Varying levels of competition as we expand in our existing service areas or enter
new markets.. In Chicago, where enrollment in'a managed care plan is voluntary, we also compete for members
with the traditional means for accessing care, including hospitals and other health care providers. Health care
reform proposals may cause a number of commercial managed care organizations already in our service areas to

15




decide to enter or exit the Medicaid market. However, the licensing requirements and bidding and contracting
procedures in some states present barriers to entry into the Medicaid managed health care industry.

We have two competitors in Fort Worth, six competitors in Houston and two competitors in Dallas. In each
“of our Fort Worth and Houston markets, we have the largest Medicaid membership. In our Dallas market, we
have the second largest Medicaid membership. We have four competitors and the third largest Medicaid
membership in New Jersey. We have five competitors and the largest Medicaid membership in Maryland. We
have three competitors and the largest Medicaid membership in the District of Columbia. We have four
competitors and the largest -Medicaid- health plan membership in Cook County, Illinois. ‘We have eleven
competitors in Miami/Ft. Lauderdale, five competitors in Orlando and five competitors in Tampa. We have the
largest Medicaid membership in the Orlando and Tampa markets and the fourth largest Medicaid membership in
our Miami/Ft. Lauderdale market.

" We compete with other managed care organizations for state contracts, as well as to attract new members
and retain existing members. States generally use either a formal proposal process reviewing many bidders or
award individual contracts to qualified applicants that apply for entry to the program. In order to be awarded a
state contract, state governments consider many factors, which include providing quality care, satisfying financial
requirements, demonstrating an ability to deliver services, and establishing networks and infrastructure. People
who wish to enroll in a managed health care plan or to change health care plans typically choose a plan based on |
the service offered, ease of access to services, a specific prov1der being part of the network and the avaﬂablhty of
supplemental benefits.

In addition to competing for members, we compete with other managed care organizations to enter into
contracts with independent physicians, physician groups and other providers. We believe’ thé factors that
providers consider in deciding whether to contract with us-include potential member volume, reimbursément
rates, our medical management programs, timeliness of reimbursement and administrative service capabilities.

Regulatidn

Our health care operations are regulated at both state and federal levels. Government regulation of the
provision of health care products and services is a changing area of law that varies from jurisdiction to
jurisdiction. Regulatory agencies generally have discretion to issue regulations and interpret .and enforce. laws
and rules. Changes in applicable laws and rules also may occur penochcally

HMOs and managed care organizations

‘ Our five health plan subsidiaries are authorized to operate as an HMO in each of Texas, New Jersey,
Florida, the District of Columbia and Illinois, and as a managed care organization, or MCOQ, in Maryland. In each
of the jurisdictions in which we operate, we are regulated by the relevant health, insurance and/or human services
departments- that oversee the activities of HMOs and MCOS prov1d1ng or arranging to provide services to
Medicaid enrollees. - -

The process for obtaining the authorization to operate as an HMO or MCO is lengthy and complicated, and
requires demonstration to the regulators of the adequacy of the health plan’s organizational structure, financial
resources, utilization review, quality assurance programs and complaint procedures. Both under state HMO and
MCO statutes and state insurance laws, our health plan subsidiaries must comply with minimum net worth
requirements and other financial requirements, such as minimum capital, deposit and reserve requirements.
Insurance regulations may also require the prior state approval of . acquisitions .of other managed care
organizations’ businesses and the payment of dividends, as well as notice requirements for loans or the transfer
of funds. Each of our subsidiaries is also subject to periodic reporting requirements. In addition, each health plan
must meet numerous criteria to secure the approval of state regulatory authorities before implementing
operational changes, 1nc1ud1ng the development of new product offermgs and, in some states, the expansxon of
service areas. ‘
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Medicaid . \

Medicaid was established under the U.S. Social Security Act. It is state-operated and implemented. Each
state: ’

* establishes its own eligibility standards,
» determines the type, amount, duration and scope of services,
* sets the rate of payment for services, and

* administers its own program.

Medicaid policies for eligibility, services, rates and payment are complex, and vary considerably among
states, and the state policies change from time to time.

“.

States are also permitted by the federal government to seek waivers from requirements of the Social
Security Act. The waivers most relevant to us are the Section 1915(h) freedom of choice waivers that enable:

* mandating Medicaid enrollment into managed care,
¢ the utilization of a central broker for enroliment into plans,
* the use of cost savings to provide additional services, and

» limiting the number of providers for additional services.

Waivers are approved for two-year periods and can be renewed on an ongoing basis if the state applies. A
1915(b) waiver cannot negatively impact beneficiary access or quality of care and must be cost-effective.
Managed care initiatives may be state-wide and required for all classes of Medicaid eligible recipients, or can be
limited to service areas and classes of recipients. All jurisdictions in which we operate, except Illinois, have some
sort of mandatory Medicaid program. However, under the waivers pursuant to which the mandatory programs
have been implemented, there must be at least two managed care plans operating from which Medicaid ehglble
recipients may choose.

Many states, including Maryland, operate under a Section 1115 demonstration rather than a 1915(b) waiver.
This is a more expansive form of waiver that enables the state to have a Medicaid program that is more broad
than typically permitted under the Social Security Act. For example, Maryland’s 1115 waiver allows it to include
more individuals in its managed care program than typically allowed under Medicaid.

In all the states in which we operate, we must enter into a contract with the state’s Medicaid regulator in
order to be a Medicaid managed care organization. States generally use either a formal proposal process,
reviewing many bidders, or award individual contracts to qualified applicants that apply for entry to the program.
Although other states have done so in the past and may do so in the future, currently Texas, Florida and the
District of Columbia are the only jurisdictions in which we operate that use competitive bidding processes.

The contractual relationship with the state is generally for a period of one to two years and renewable on an
annual or biannuoal basis. The contracts with the states and regulatory provisions applicable to us generally set
forth in great detail the requirements for operating in the Medicaid sector including provisions relating to:

» cligibility, enrollment and disenrollment processes,
* covered services,

* eligible providers,

*  subcontractors,

* record-keeping and record retention,
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*  periodic financial and informational reporting,

*  quality assurance,

* marketing,

» financial standards,

» timeliness of claims’ payment,

* health education and wellness and prevention programs,
+ safeguarding of member information,

e fraud and abuse detection and reporting,

* grievance procedures, and

. E)rganization and administrative systems.

A health plan’s compliance with these requ1rements is sub_]ect to monitoring by the state regulator and by CMS.
A health plan is subject to periodic comprehensive quality-assurance evaluation by a third party reviewing
organization and generally by the insurance department of the jurisdiction that licenses the health plan. A health
plan must also submit quarterly and annual statutory financial statements and utilization reports, as well as many
other reports.

Federal Regulation

HIPAA

In 1996, Congress enacted the Health Insurance Portability and Accountability Act of 1996, or HIPAA. The
Act is designed to improve the portability and continuity of health insurance coverage and simplify the
administration of health insurance. Among other things, HIPAA’s administrative simplification provisions entail
new regulations relating to standards for electronic transactions and code sets; privacy of health information;
security of health care information; national provider identifiers; and national employer identifiers. Separate
regulations have been issued in final form relating to privacy, standard transactions and security. We must
comply by April 2003 for privacy rules, October 2003 for standard transaction rules and April 2005 for the
security rules. These rules are described in more detail below. :

In August 2000, the Department of Health and Human Services, or HHS, issued new standards for
submitting electronic claims and other administrative health care transactions. The new standards were designed
to streamline the processing of claims, reduce the volume of paperwork and provide better service. The
administrative and financial health care transactions covered include:

¢ health claims and equivalent encounter information,

« enrollment and disenrollment in a health plan,

* eligibility for a health plan,
_* health care payment and remittance advice,

* health plan premium payments,

* health care claim status, and

e referral certification and authorization.

Like many other health care organizations, we filed for an extension. Health care organizations that did not

file for an extension were required to comply with the new standards by October 2002. The regulation’s
requirements apply only when a transaction is transmitted using “electronic media.” Because “electronic media”
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is defined broadly to include “transmissions that-are physically moved from one location to another using
magnetic tape, disk or compact disk media,” many communications will be considered electronically transmitted.
In addition, health plans will be required to have the capacity to accept and send all standard transactions in a
standardized electronic format. The regulation sets forth other rules that apply specifically to health plans as
follows:

* a plan may not delay processing of a standard transaction (that is, it must complete transactions using
the new standards at least as quickly as it had prior to implementation of the new standards),

~—w- there should be “no degradation"in-the transmission6f; receipt=of; processing of,"and Tesponse 10”5~

standard transaction as compared to the handling of a non-standard transaction,

« if a plan uses a health care clearinghouse to prbépss a standard request, the other party to the transaction
may not be charged more or otherwise disadvantaged as a result of using the clearinghouse,

e a plan may not reject a standard transaction on the grounds that it contains data that is not needed or
used by the plan,

* a plan may not adversely affect (or attempt to adversely affect) the other party to a transaction for
requesting a standard transaction, and

» if a plan coordinates benefits with another plan, then upon receiving a standard transaction, it must store
the coordination of benefits data required to forward the transaction to the other plan.

One of our early concerns regarding how this regulation directly affects the manner in which we conduct
business is the inconsistency between the regulation’s requirements and the widespread use of non-standard, non-
national codes (generally referred to as “local codes”) in health care transactions. The use of local codes is
particularly prevalent in Medicaid transactions. We cannot be sure that this will be resolved before the
regulation’s implementation date. In order to prepare for our compliance with the regulatory requirements we
have prepared a “gap analysis” that consists of:

» an inventory of existing applications that either produce or process transactions that are within the scope
of the regulation,

+ identification of the data elements currently used by these applications,

* acomparison of these legacy data elements to the standard data elements for the same transaction and an
analysis of the differences between the two, and

«  adetermination of the impact of the gaps and differences identified.

As a result of this study, we have developed a remediation plan to eliminate the gaps and differences, which we
are currently implementing. '

On December 28, 2000, HHS published a regulation setting forth new standards for protecting the privacy
of personal health records. The regulation became effective on April 14, 2001 and compliance will be required by
April 14, 2003. The new regulation is designed to protect member information, medical records and other
personal health ‘information kept and used by health care providers, hospitals, health plans and health insurers,
and health care clearinghouses. The new standards:

. hmlt the routine and non-routine use and release of private health information,

give patients new rights to access their designated record set, which includes but is not limited to,

right to know who has accessed their records,

- “limit most disclosures of health information to the minimum needed for the intended purpose,
¢ ' establish procedures to ensure the protection of private health information,
 establish new criminal and civil sanctions for improper use or disclosure, and

establish new requirements for access to records by researchers and others.
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The preemption provisions of the regulation provide that federal law will preempt a contrary. state law,
unless the state law related to the privacy of health information is more stringent than the federal law. However, a
state (or any person) may submit a request to the Secretary of HHS that a provision of state law be excepted from
the preemption rules. The Secretary may grant an exception if one or more of a number of conditions are met,

including: ‘
+ the state law is necessary to prevent fraud and abuse related to the provision of and payment for health
care, '

e cme e et the_state law will ensure-appropriate state-regulation-ef-insurance-and-health-plans;

+ the state law is necessary to state reporting on health care delivery or costs, or
+ the state law serves a compelling need relaged to public bealth, safety or welfare.

The fact that either state or Federal rules may supersede the other depending on the nature of the particular
requirement will require interpretations for which there is likely to be little precedent. We have completed an
assessment of the programs and systems that we will need to implement in order to comply with the new
regulations by April 14, 2003. In order to comply with the requirements, we will have to employ additional or
different programs and systems. We had expenditures of approximately $2.5 million for HIPAA compliance in
2002 and expect an additional $4.0 million in 2003. We expect to be fully compliant by the required compliance
dates. Further, compliance with these regulations will require changes to many of the procedures we currently
use to conduct our business, which may lead to additional costs that we have not yet identified. We do not know
whether, or the extent to which, we will be able to recover from the states our costs of complying with these new
regulations.

On February 20, 2003, HHS published its final security regulations, substantially modifying draft
regulations originally published in 1998. The security rule applies only to protected health information in
electronic form, and is specifically concerned with security information systems. The new rule:

» Establishes 22 standards establishing administrative, physical and techmcal requirements for
safeguarding the security of protected health information,

* Requires a risk assessment and implementation of a risk management plan to achieve required
safeguards for each standard,

« Provides specifications, i.e., specific actions or processes needed for 16 of the 22 standards and

* Supplements and adds specificity to privacy rule requirements for safeguarding personal health
- information. -

SEEE While we fully expect to be compliant with the security rule by the April 2005 compliance date, we have not
o : yet determined the specific acts, costs or risks involved in achieving such timely compliance.

New Medicaid Managed Care Regulations

On January 19, 2001, HHS issued new Medicaid managed care regulations to implement certain provisions
of the Balanced Budget Act of 1997, or BBA. These provisions would permit states to require certain Medicaid
beneficiaries to enroll in managed care programs, give states more flexibility to develop their managed care
programs and provide certain new protections for Medicaid beneficiaries. CMS delayed the rule’s effective date
three times. The rule became effective on August 13, 2002. States have until August 13, 2003 to bring their
Medicaid managed care programs into compliance with the requirements of the rule.

Thé rule implements BBA provisions intended to (1) give states the flexibility to enroll certain Medicaid
recipients in managed care plans without a federal waiver if the state provides the recipients with a choice of
----managed care plans; (2) establish protections for members in areas such as quality assurance, grievance rights
. .and coverage of emergency services; and (3) eliminate certain requirements viewed by the states as impediments
to the growth of managed care programs, such as the enrollment composition requirement, the right to disenroll
without cause at any time, and the prohibition against enrollee cost-sharing. The rule also establishes
requirements intended to ensure that state Medicaid managed care capitation rates are actuarially sound.
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According to HHS, this requirement eliminates the generally outdated regulatory ceiling on what states may pay
managed care plans, a particularly important provision as more state Medicaid programs include people with
chronic illnesses and disabilities in managed care.

Although some of the states in which we operate have already implemented requirements similar to those
provided for in the rule, each of the states is currently assessing additional modifications required to fully comply
with the rule. Changes to the regulations affecting our business, including these proposed regulations, could
increase our health care costs and administrative expenses, reduce our reimbursement rates and otherw1se

e -~—adversely-affect-our business, results-of operations, and-financial:condition =" =" == 7 .

Medicaid Reform

As part of the President’s 2004 Budget submlssron to Congress, HHS Secretary Tommy Thompson
announced principles for Medicaid reform. The secretary’s proposal would establish two capped allotments for
the states combining both Medicaid and SCHIP funds, one for acute care and one for long-term care. Under this
proposal, all mandatory populations and benefits would continue to be covered as required under current law.
States, however, would be given flexibility for optional populations and benefits. The proposal would be
revenue-neutral over a ten-year period, although states would see an additional $13 billion over the first 7 years,
with corresponding funding reductions in years eight through ten.

The proposal is meant to provide increased flexibility to the states in managing their Medicaid and SCHIP
programs, in particular in the design of benefit packages for optional populations. It is uncertain if such a
proposal will be implemented by Congress and what its impact might be overall on the Medicaid and SCHIP
programs, given that the proposal has only recently been announced and includes only broad details of a
proposal. At the National Governors’ Association Meeting in late February, governors declined to endorse the
proposal but instead created a task force to work with the Bush Administration in fashioning a proposal
acceptable to the states. Congress is expected to begin a series of hearings on Medicaid and the Bush
Administration’s Medicaid reform proposal this spring.

Patients’ Rights Legislation

The United States Congress has considered several versions of patients’ rights legislation in previous
sessions. Though no bill has been introduced in the 108 Congress, it is likely to be an issue considered later in
the session. This legislation could expand our potential exposure to lawsuits and increase our regulatory
compliance costs. Depending on the final form of any patients’ rights legislation, such legislation could, among
o other things, expose us to liability for economic and punitive damages for making determinations that deny
= benefits or delay beneficiaries’ receipt of benefits as a result of our medical necessity or other coverage
determinations. There are significant differences between the Senate, House of Representatives and the Bush
Administration’s position, which could again delay any final bill. We cannot predict whether patients’ rights
legislation will be enacted into law or, if enacted, what final form such legislation might take.

Other Fraud and Abuse Laws ,

Investigating and prosecuting health care fraud and abuse has become a top priority for law enforcement
entities. The funding of such law enforcement efforts has increased in the past few years and these increases are
expected to continue. The focus of these efforts has been directed at participants in public government health care
programs such as Medicaid. These regulations and contractual requirements applicable to participants in these
programs are complex and changing. We have re-emphasized our regulatory compliance efforts for these
programs, but ongoing vigorous law enforcement and the highly technical regulatory scheme mean that
compliance efforts in this area will continue to require substantial resources.

:i]t  Customers

5 __At December 31, 2002, we served members who received health care benefits through our nine contracts
111" * with the regulatory entities in the jurisdictions in which we operate, four of which individually accounted for
"“10% or more of our revenues for the year ended December 31, 2002, with the largest of these contracts
i 4]+ Tepresenting approximately 26% of our revenues. We have contracts with the states of Texas, Maryland and New
' Jersey which individually account for 10% or more of our revenues. Effective January 1, 2003, we began serving
L " members who receive health benefits through an additional seven contracts with the regulatory entities in Florida.
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Employees

As of December 31, 2002, we had approximately 1,900 employees. Our employees are not represented by a
union. We believe our relationships with our employees are good. We added approximately 400 additional
employees effective January 1, 2003 from the acquisition of PHP in Florida.

Available Information -

- —~We file -annual,” quarterly” and current reports, proxy Statéiignts and all“dméndments 10 these reports and

other information with the United States Securities and Exchange Commission (“SEC”). We make available free
of charge on or through our website at http://Www.amerigroupcorp.com our Annual Report on Form 10-K,
Quarterly Reports on Form 10-Q, Current Reports on Form 8-K, and all amendments to those reports as soon as
reasonably practicable after such material is electronically filed with or furnished to the SEC. Further, we will
provide, without charge upon written request, a copy of our Annual Report on Form 10-K, Quarterly Reports on
Form 10-Q, Current Reports on Form 8-K, and all amendments to those reports. Requests for copies should be
addressed to Investor Relations,” Amerigroup Corporation, 4425 Corporation Lane, Virginia Beach, VA 23462.

ITEM 2. Properties

We do not own any real property. We lease office space in Virginia Beach, Virginia, where our headquarters
are located, and in each of the health plan locations. We are obligated by various insurance and Medicaid
regulatory authorities to have offices in the service areas where we provide Medicaid benefits.

ITEM 3. Legal Proceedings

We are from time to time the subject matter of, or involved in, legal proceeding including claims for
reimbursements by providers. We believe that any liability or loss resulting from such matters will not have a
material adverse effect on our financial position or results of operations.

ITEM 4. Submission of Matters to a Vote of Security Holders.

. None.
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Executive Officers of the Company

Our executive officers, their ages and positions as of February 28, 2003, are as follows:

Name ﬁ Position
Jeffrey L. McWaters .......................... 46 Chairman of the Board of Directors and
Chief Executive Officer
Scott M. Tabakin ....... PN 44 Senior Vice President, Chief Financial Officer
“Lorenzo Childréss, Jr, MD. .................. .. 56 Senior Vice President, Chief Medical Officer '
Theodore M. Wille, Jr. ........................ 35 Senior Vice President, Chief Operating Officer
SherriE.Lee ... .. .. 51  Senior Vice President, Treasurer
Stanley F. Baldwin ............ ... ... ... ... 54  Senior Vice President, General Counsel and
Secretary
James E. Hargroves . .......................... 60 Senior Vice President, Corporate Development
Herman Wright .......... ... ... . ...... . ... 49  Senior Vice President, Chief Marketing Officer
Catherine S. Callahan ............ [, 45  Senior Vice President, Administrative Services
Kathleen K. Toth ......... .. .. .. ... ... . ... 41  Senior Vice President, Chief Accounting Officer
ScottS.Pickens ............. ... ... 49  Senior Vice President, Chief Information Officer
NancyL.Grden ............ .. .. ... .o u.. 51 Senior Vice President, Planning and Development
JohmE.Littel ........... .. ... .. ... i ... 38 Vice President, Government Relations

-Jeffrey L. McWaters has been our Chairman of the Board of Directors and Chief Executive Officer since he
founded our company in December 1994. From 1991 to 1994, Mr. McWaters served as President and Chief
Executive Officer of Options Mental Health, a national managed behavioral health care company and prior to
that, in various senior operating positions with EQUICOR-Equitable HCA Corporation and CIGNA HealthCare.
Mr. McWaters is a member of the Board of Visitors of the College of William and Mary and a director of the
American Association of Health Plans.

Scott M. Tabakin joined us as our Chief Financial Officer in 2001. Prior to joining us, Mr. Tabakin was
Executive Vice President and Chief Financial Officer of Beverly Enterprises, Inc., a publicly traded health care
company, from 1996 to 2001. Mr. Tabakin served in various other senior officer positions at Beverly Enterprises
Inc. from 1992 to 1996. Mr. Tabakin is a certified public accountant.

Lorenzo Childress, Jr., M.D. has served as our Chief Medical Officer since 1995. From 1992 to 19935, Dr.
Childress was the Chief Operating Officer and Medical Director of Metro Medical Group, an indirect wholly-
owned subsidiary of the Henry Ford Health System.

Theodore M. Wille, Jr. has served as our Chief Operating Officer since 1996. Mr, Wille served as Chief
Operating Officer for the managed care division of Sentara Health System, a private health care system in
Virginia, from 1991 until 1994 and President of Optima Health Plan from 1988 to 1996. Effective December 31,
2003, Mr. Wille intends to resign his position as COO and retire.

Stanley F. Baldwin has served as our General Counsel and Secretary since 1997. From 1994 to 1997, Mr.
» Baldwin was a Managing Director for Covington Group L.C., a private company that provided legal,
i management and other consulting services to indemnity insurance, managed care and health care provider clients.
Prior to that, Mr. Baldwin held senior officer and General Counsel positions with EPIC Healthcare Group, Inc.,
. BQUICOR-Equitable HCA Corporation and CIGNA Healthplans, Inc. Mr. Baldwin is a member of the Bar of
11" Tennessee and the Bar of Texas.

- Sherri E. Lee joined us in 1998 as our Chief Financial Officer and Treasurer. In 2001, Ms, Lee resigned her
_position as Chief Financial Officer, but continues to serve as Treasurer. Prior to joining us, Ms. Lee was an
“adjunct instructor with Front Range Community College in Colorado from 1995 to 1998. Ms. Lee served as
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Executive Vice President-Finance of Pharmacy Corporation of America from 1991 to 1995. Prior to that, Ms.
Lee was Senior Vice President and Controller for Beverly Enterprises, Inc. Ms. Lee is a certified public
accountant.

James E. Hargroves has served as our head of Corporate Development since joining us in 1996. From 1994
to 1996, Mr. Hargroves was the President, founder and principal of Waterline Advisory Group, Inc., a corporate
intermediary firm that provided merger and acquisition advisory services to health-related businesses, insurers,
physicians and others. e - T —

Herman Wright joined us in 1998 as our Chief Marketing Officer. Prior to joining us, Mr. Wright served as
the Vice President, Sales and Marketing for United Healthcare, Central Region, from 1995 to 1998.

Catherine S. Callahan joined us in 1999 and serves as our head of Administrative Services. From 1991 to
1999, Ms. Callahan was Chief Administrative Officer of FHC Health System.

Kathleen K. Toth joined us in 1995 and serves as our Chief Accounting Officer. Prior to joining us, Ms.
Toth was the Vice President of Service Operations at Options Mental Health from 1992 to 1995. Ms. Toth also
worked for CIGNA Healthplan of Texas, Inc. as Director of Financial Services and for EQUICOR Health Plan of
Florida as a Controller from 1987 to 1992. Ms. Toth is a certified public accountant.

Scott S. Pickens joined us in 2000 as our Chief Information Officer. Prior to joining, he served as Corporate
Chief Information Officer of Health Answers, Inc. from April 1999 to June 2000, and as Chief Operating Officer
for Consortium Health Plans from January 1995 to April 1999.

Nancy L. Grden joined us as our head of Planning and Development in 2001. Prior to joining us, Ms. Grden
served as President and Founder of Avenir, LLC, a consulting firm specializing in new ventures, and as Chief
Executive Officer for Lifescape, LLC, a web-based workplace services company, from 1998 to 2000. She
previously served as Executive Vice President and Chief Marketing Officer for ValueOptions, a national
managed behavioral health care company, from 1992 to 1998.

John E. Littel joined us in 2001 as our Vice President for Government Relations. Mr. Littel has served in a
variety of positions in federal and state governments, including as Deputy Secretary of Health and Human
Resources for the Commonwealth of Virginia, where-he was responsible for the state’s welfare reform and health
care initiatives. Mr. Littel is a member of the Bar of Pennsylvania.




PARTII

ITEM 5. Market for Our Common Equity and Related Stockholder Matters.

Effective January 3, 2003, the Common Stock of AMERIGROUP trades on the New York Stock Exchange
(NYSE) under the symbol “AGP.” Prior to trading on the NYSE, the Common Stock was traded on the Nasdaq
National Market since our initial public offering (IPO) on November 6, 2001. Prior to the IPO, there was no
established public trading market for any of our securities. i -

The following table sets forth, for the periods indicated, the range of high and low closing sales price for the
Common Stock as reported on the Nasdaq National Meiﬂset.

2001 ' High Low
First QUarter .. ot e e — —
Second Quarter ........ e e — —
Third Quarter . ......... FA PP — —_
Fourth Quarter (from November 6,2001) .............. ..., $21.80 $18.10
2002

FIrst QUarter ...\ttt it et e . $29.50 $21.00
Second QUATET . ..ottt e e e $35.10 $23.60
Third QUarter . . .ottt e e e $33.55 $22.68
Fourth QUAaTter . .. .. oottt et $33.79 $26.39
December 31, 2002 Closing Sales Price ... ....... ..o, $30.31

On February 28, 2003, the last reported sales price of the Common Stock was $25.69 per share as reported
on the NYSE. As of February 28, 2003, we had approximately 68 shareholders of record.

We have never paid or declared any cash dividends on our Common Stock and do not expect to pay cash
dividends in the foreseeable future.

In 2002, we issued options to purchase 1,077,893 shares of common stock to employees. All of these
options were granted under AMERIGROUP’s 2000 Equity Incentive Plan, and were issued in reliance on Rule
701 under the Securities Act.

Use of Proceeds from Initial Public Offering

On November 9, 2001, we completed our initial public offering of 4,985,000 shares of common stock,
including an over-allotment issuance of 585,000 shares. In addition, Jeffrey McWaters, as selling stockholder,
sold 75,000 shares upon exercise of the over-allotment option. The shares of common stock sold in the offering
were registered under the Securities Act of 1933, as amended, on a Registration Statement on Form S-1,
Registration number 333-37410, which was declared effective by the Securities and Exchange Commission on

November S5, 2001. All of the 4,985,000 shares sold by AMERIGROUP, and the 75,000 shares sold by
i, . Mr. McWaters, were sold at a price of $17.00 per share. We did not receive any of the proceeds from the sale of
L. iil  Mr. McWaters’ shares. We received proceeds from the offering of -approximately $77.2 million, net of
L§f1 ° $7.5 million in fees and expenses. We used proceeds from the offering to repay the balance of our long-term debt
.1 facility of approximately $4.4 million and to redeem the Series E mandatorily redeemable preferred stock for
3 i - approximately $13.3 million. We have subsequently used proceeds from the offering to purchase certain assets of
1:77 " MethodistCare, Inc.’s Houston, Texas Medicaid line of business for approximately $1.2 million. In June 2002,
i we acquired certain assets of Capital Community Health Plan’s Medicaid line of business in Washington, D.C.
; for $7.0 million. The balance of approximately $51.3 million was placed in an escrow along with additional
© ' company funds at December 31, 2002 for the acquisition of PHP, which became effective January 1, 2003.
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Banc of America Securities LLC, UBS Warburg LLC, CIBC World Markets Corp. and Stephens Inc. acted
as representatives of the underwriters for the offering. Simultaneous with the consummation of the offering, each
outstanding share of our Series A convertible preferred stock, Series B convertible preferred stock, Series C
convertible preferred stock and Series D convertible preferred stock automatically converted into common stock,
resulting in an additional 12,607,880 shares of common stock. Additionally, 1,123,823 shares of common stock
were issued upon the exercise of all of the outstanding Series E warrants.
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Forward-looking Statements

This Annual Report on Form 10-K, and other information we provide from time to time, contains certain
“forward-looking” statements as that term is defined by Section 27A of the Securities Act of 1933, as amended,
and Section 21E of the Securities Exchange Act of 1934, as amended. All statements regarding our expected
future financial position, membership, results of operations or cash flows, our continued performance
improvements, our ability to service our debt obligations and refinance our debt obligations, our ability to finance
growth opportunities, our ability to respond to changes in government. regulations and similar statements

. ..including, without.limitation,-those-containing- words-such-as “believes;“anticipates;” “‘expects;”*may,” “will,”™
” 4 plans,” and other similar expressions are forward-looking statements.

(LY

“should,” “estimates,” “intends,

Forward-looking statements involve known and unlénown risks and uncertainties that may cause our actual
results in future periods to differ materially from those projected or contemplated in the forward-looking
statements as a result of, but not limited to, the following factors:

* national, state and local economic conditions, including their effect on the rate increase process, timing
of payments, as well as their effect on the availability and cost of labor, utilities and materials;

* the effect of government regulations and changes in regulations governing the health care industry,
including our compliance with such regulations and their effect on certain of our unit cost and our
ability to manage our medical costs;

* changes in Medicaid payment levels and methodologies and the application of such methodologies by
the government;

» liabilities and other claims asserted against the company;

* our ability to attract and retain qualified personnel;

*  our ability to maintain compliance with all minimum capital requirements;

+ the availability and terms of capital to fund acquisitions and capital improvements;
+ the competitive environment in which we operate;

* our ability to maintain and increase membership levels; and

» demographic changes.

Investors should also refer to the section entitled “Risk Factors” following section 7A entitled “Quantitative
and Qualitative Disclosures About Market Risk” for a discussion of risk factors. Given these risks and
uncertainties, we can give no assurances that any forward-looking statements will, in fact, transpire and,
therefore, caution investors not to place undue reliance on them.
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ITEM 6. Selected Financial Data

The following selected consolidated financial data should be read in connection with the financial
statements and related notes and Management’s Discussion and Analysis of Financial Condition and Results of
Operations appearing elsewhere in this Form 10-K. Selected financial data as of and for each of the years in the
five-year period ended December 31, 2002 are derived from our consolidated financial statements which have
been audited by KPMG LLP, independent certified public accountants.

L . o oo Year ended December 31,

2002 2001 2000 1999(a) 1998
(Dollars in thousands, except per share data)

Statements of Operations Data:

Revenues: .
Premium ........ ... ... . $ 1,152,636 $ 880,510 $ 646,408 $ 392,206 $186,790
InvestmentinCome ......covniviinernnirneeunann. 8,026 10,664 13,107 6,404 3,389
Total TeVenues . ... .. ou ot e, 1,160,662 891,174 659,515 398,700 190,179
Expenses: .
Healthbenefits ................ ... ccovvvunnn... 933,591 709,034 523,566 334,192 155,877
Selling, general and administrative .................. 133,409 109,822 85,114 52,846 29,166
Depreciation and amortization ..................... 13,149 9,348 6,275 3,635 1,197
Interest. . ...t s 791 763 781 811 483
Total eXpenses . ... ..ovvvetin i 1,080,940 828,967 615,736 391,484 186,723
Income before income taxes ..............covuiiirinenin... 79,722 62,207 43,779 7,216 3,456
Income tax (expense) benefit ...................... (32,686) (26,127) (17,687) 4,100 -—
Netincome ... ouuuiinit i ae et tera e eenanans 47,036 - 36,080 26,092 11,316 3,456
Accretion of redeemable preferred stock dividends .. ... — (6,228) (7,284) (7,284) (6,126)
Net income (loss) attributable to common stockholders .......... $ 47,036 $ 20852 % 18,808 § 4,032 $ (2,670)
Basic net income (lossypershare ................... 3 233 § 808 $ 2362 §$ 711§ (5.07)
Weighted average number of shares outstanding . ... ... 20,177,728 3,694,844 796,409 567,146 526,651
Diluted net income (loss) pershare . ................. $ 219 % 208 § 155 § 066 $ (5.07)
Weighted average number of shares and potential
dilutive common shares outstanding . .............. 21,469,422 16,649,721 15,818,175 14,695,324 526,651
- December 31,
2002 2001 2000 1999%(a) 1998
(Dollars in thousands)
Balance Sheet Data:
Cash and cash equivalents and short and long-term investments ... $ 306935 $ 301,837 § 189,325 $ 166,218 § 86,987
Total @S5S . ..o vttt i e 578,484 406,942 268,126 222,321 101,369
Long-term debt (including current portion) ................... 50,000 — 6,177 8,010 10,600
Total liabilities .............cc i 339,103 223,426 185,191 166,426 78,551
Redeemable preferred stock . ........... ... i — —_— 78,190 70,906 59,422
Stockholders’ equity (deficit) .............. .. ... 239,381 183,516 4,745 (15,011)  (36,604)

(a) Membership increased from 113,000 at December 31, 1998 to 268,000 at December 31, 1999 due to the
purchase of the Maryland and the District of Columbia Medicaid contract rights and related assets from
Prudential Health Care, adding approximately 91,000 members (which was accounted for as a purchase)
with the balance of the increase due to internal growth from existing contracts.

trmentn e s b
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ITEM 7. Management’s Discussion and Analysis of Results of Operations and Financial Condition
Overview

We are a multi-state managed health care company focused on serving people who receive health care
benefits through public-sponsored programs, including Medicaid, SCHIP and FamilyCare. We were founded in
December 1994 with the objective to become the leading managed care organization in the United States focused
on serving people who receive these types of benefits.

The following table sets forth the approxrmate number of our members in each of our serylcewar_eas for the
-periods-presented. """ E

. ] December

Market ) ' ';.‘ 2002 2001 2000 1999 1998
Houston ........ .. ... . .o ... 139,000 100,000 57,000 40,000 42,000
Dallas . ... e 84,000 64,000 42,000 34,000 —
FortWorth ....... . .. . . . 73,000 50,000 40,000 33,000 23,000
Newlersey .......oovvvunn... e 99,000 88,000 57,000 46,000 38,000
Maryland ..................... B 125,000 118,000 95,000 83,000 —
Districtof Columbia ........... ... ... ... ... ...... 37,000 13,000 13,000 12,000 —
Chicago . .. .o e 34,000 39,000 29,000 20,000 10,000
Total .. 591,000 472,000 333,000 268,000 113,000

Effective January 1, 2003, we acquired the outstanding stock of PHP Holdings, Inc. and its subsidiary
Physicians Healthcare Plans, Inc (together PHP). With the acquisition of PHP, we began providing our products
to approximately 193,000 additional members located in three Flordia markets, Tampa, Orlando and Ft.
Lauderdale/Miami.

Discussion of Critical Accounting Policies

In the ordinary course of business, we have made a number of estimates and assumptions relating to the
reporting of results of operations and financial condition in the preparation of our financial statements in
conformity with accounting principles generally accepted in the United States of America. We base our estimates
on historical experience and on various other assumptions that we believe to be reasonable under the
circumstances. Actual results could differ significantly from those estimates under different assumptions and
conditions. We believe that the following discussion addresses our most critical accounting policies, which are
those that are most important to the portrayal of our financial condition and results and require management’s
most difficult, subjective and complex judgments, often as a result of the need to make estimates about the effect
of matters that are inherently uncertain.

. Revenue recognition

We generate revenues primarily from premiums we receive from the states in which we operate to provide
health benefits to our members. We generally receive premiums in advance of providing services, and recognize
premium revenue during the period in which we are obligated to provide services to our members consistent with
industry standards. We also generate revenues from investments. We generally receive a fixed premium per
member per month to provide health care benefits to our members pursuant to our contracts in each of our
markets. In our Texas, New Jersey, Maryland and the District of Columbia markets we receive payments under
each state’s obstetric delivery supplements program. Upon delivery of a newbomn, each state is invoiced a
predetermined amount according to our coniract. We recognize revenue in the period in which the birth occurs.
Any amounts that have not been received from the state by the end of the period remain on the balance sheet
classiﬁed as premium receivables.

-Estimating health benefits expense and claims payable

Our results of operations depend on our ability to effectively manage expenses related to health benefits as
: well as our abifity to accurately predict costs incurred in recording the amounts in our consolidated financial
. statements. Expenses related to health benefits have two components: direct medical expenses and medically
| related administrative costs. Direct medical expenses include fees paid to hospitals, physicians and providers of
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ancillary medical services, such as pharmacy, laboratory, radiology, dental and vision. Medically related
administrative costs include expenses related to services such as health promotion, quality assurance, case
management, disease management and 24-hour on-call nurses. Direct medical expenses also include estimates of
medical expenses incurred but not yet reported, or IBNR. For the year ended December 31, 2002, approximately
94.1% of our direct medical payments related to fees paid on a fee-for-service basis to our primary care
physicians, specialist physicians and ancillary providers, including fees paid to third party vendors for ancillary
services such as pharmacy, mental health, dental and vision benefits. The balance related to fees paid on a

_capitation, or per member, basis. Primary care and specialist physicians not paid on a capitated basis are paidon__ __.___.

" a maximum allowable fee schedule set forth in the contracts with our providers. We reimburse hospitals on a
negotiated fixed dollar amount per day or an agreed upon percent of their standard charges. In Maryland, the
state sets the amount reimbursed to hospitals. 3

Monthly, we estimate our IBNR based on a number of factors, including authorization data and prior claims
experience. Authorization data is information captured in our medical management system, which identifies
services requested by providers-or members. The medical cost related to these authorizations is estimated by
pricing the approved services using contractual or historical amounts adjusted for known variables such as
historical claims trends. These estimated costs are included as a component of IBNR. As part of this review, we
also consider the costs to process medical claims, and estimates of amounts to cover uncertainties related to
fluctuations in claims payment patterns, membership, products, and authorization trends. In addition, claims
processing costs are accrued based on an estimate of the costs necessary to process unpaid claims. These
estimates are adjusted as more information becomes available, and as adjustments are made, differences are
included in current operations. We utilize the services of independent actuarial consultants who are contracted to
review our estimates quarterly. The balance of claims payable is significant in relation to the consolidated
financial statements. Judgments are made based on knowledge and experience about past and current events and
assumptions about future events. There is a likelihood that actual results could be materially different if different
assumptions or conditions prevail.

The following table shows the components of the change in medical costs payable for the years ended
December 31, 2002, 2001 and 2000 (in thousands):

2002 2001 2000
Medical claims payable asof January 1 .............. .. .. .. ... .. ... $180,346 $150,462 $114,372
Health benefits expenses incurred during period:
Related tocurrent year ... .. ... it 988,628 768,519 560,289
Related tOPrior years ... ...ttt iineaenannn, (55,037) (59,485) (36,723)
TotalIncurred .. ... i i i e 933,591 709,034 523,566
Health benefits payments during period: _
Related tocurrent year ... ...... .ottt ianannnrnen 803,432 597,332 419,897
Related to Prior Years ... ......vveniniiinn i anaenenn. 108,075 81,818 67,579
Total Payments . ...t 911,507 679,150 487,476
Medical claims payable as of December 31 .. ...... ... . o i i $202,430 $180,346 $150,462

Changes in estimates of incurred claims for prior years recognized during 2002, 2601, and 2000 were
- --- - attributable to lower than anticipated utilization of medical services.

We believe that the amount of claims payable is adequate to cover our ultimate liability for unpaid claims as
of December 31, 2002; however, actual claim payments and other items may differ from established estimates.
Assuming a hypothetical 1% difference between our December 31, 2002 estimates of claims payable and actual
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claims payable, net income for the year ended December 31, 2002 would increase or decrease by approximately
$1.2 million and diluted earnings per share would increase or decrease by approximately $0.06 per share.

Results of Operations

The following table sets forth selected operating ratios for each year in the three year period ending
December 31, 2002. All ratios, with the exception of the health benefits ratio, are shown as a percentage of total

revenues. .
B 2002 2001 2000

PremiUm reVenue .. .........o.uuiniuinunnt et it 99.3% 98.8% 98.0%
INVestment inCOmE . ... ... ovurinrn i rennnns N 0.7 1.2 2.0

TOtal TEVEIUES . .ottt ettt e e e e e e e 100.0% 100.0% 100.0%
Health benefits(1) .. ..ottt e e e e et e e e 81.0% 80.5% 81.0%
Selling, general and administrative EXPenses . . .. oo v ve i ttiin et 11.5% 123% 12.9%
Income befOore INCOME tAXES . . .ot vttt ittt et et ettt i 6.9% 7.0% 6.6%
Nt IDCOINIE .ottt et et e e e e e 41% 4.0% 4.0%

(1) The health benefits ratio is shown as a percentage of premium revenue because there is a direct relationship
between the premium received and the health benefits provided.

Year Ended December 31, 2002 Compared to the Year Ended December 31, 2001

Revenues

Premium revenue for the year ended December 31, 2002 increased $272.1 million, or 30.9%, to $1,152.6
million from $880.5 million for the year ended December 31, 2001. The increase was principally due to internal
growth in overall membership and to a lesser extent, the acquisition of the Medicaid contracts and related assets
of Humana’s Houston, Texas business in August 2001 (15,000 members), MethodistCare’s Houston, Texas
business in January 2002 (11,000 members) and the acquisition of the Medicaid line of business of Capital
Community Health Plan of Washington, D.C. in July 2002 (23,000 members). Total membership increased
25.2% to 591,000 as of December 31, 2002 from 472,000 as of December 31, 2001.

‘Investment income decreased $2.6 million to $8.0 million for the year ended December 31, 2002. The
decrease in investment income is primarily dueto the continued decline in market interest rates and increased
levels of tax-advantaged securities partially offset by an increase in overall cash and investments levels
throughout the year. Cash and investments levels have primarily increased due to proceeds from our initial public
offering, cash generated from operations and increases in the amount of premiums received versus the timing of
the payment of the related health benefits.

Health Benefits

Expenses relating to health benefits for the year ended December 31, 2002 increased $224.6 million, or
31.7%, to $933.6 million from $709.0 million for the year ended December 31, 2001. The increase was primarily
due to the increase in membership. The health benefits ratio, as a percentage of premium revenue, for the year
ended December 31, 2002 was 81.0% compared to 80.5% in 2001. The slight increase in the health benefits ratio
+ - i§ primarily due to variations in levels of seasonality from 2001 to 2002 and changes in the mix of members by

product: : - )
e
""" Selling, general and administrative expenses

" Selling, general and administrative expenses increased $23.6 million to $133.4 million for the year ended
~ December 31, 2002 compared to $109.8 million in 2001. The increase in selling, general and administrative
expenses: was primarily due to an increase in wages and related expenses for additional staff to support our
inéreased membership, expenses related to the implementation and closing of our acquisition of PHP in Florida,

31




expenses related to implementation of the Health Insurance Portability and Accountability Act (HIPAA) as well

as expenses related to market development activities. Our selling, general and administrative expense ratio to

revenue was 11.5% and 12.3% for the year ended December 31, 2002 and 2001, respectively. The decrease in the
- ratio was a result of economies of scale and of fixed costs being spread over a larger membership base.

Interest expense

Interest expense was $791,000 and $763,000 for the years ended December 31, 2002 and 2001, respectively.

Provision for income taxes

Income tax expense for 2002 was $32.7 mllhdn with an effective tax rate of 41.0% as compared to $26.1
million in 2001 and an effective tax rate of 42%. The effective tax rate decreased in 2002 due primarily to
increased levels of investments in tax-advantaged securities.

Net income

Net income for 2002 rose $10.9 million to $47.0 million, or $2.19 per diluted share, compared to $36.1
million, or $2.08 per diluted share in 2001. Diluted earnings per share rose only 5.3% as compared to an increase
in net income of 30.2% due to the increase in shares outstanding which is primarily the result of the issuance of
4,985,000 shares from our November 2001 initial public offering.

Year Ended December 31, 2001 Compared to the Year Ended December 31, 2000
Revenues

Premium revenue for the year ended December 31, 2001 increased $234.1 million, or 36.2%, to $880.5
million from $646.4 million for the year ended December 31, 2000. The increase was principally due to internal
growth in overall membership and to a lesser extent, the acquisition of the Medicaid contracts and related assets
of Humana’s Houston, Texas business in August 2001 (15,000 members). Total membership increased 41.7% to
472,000 as of December 31, 2001 from 333,000 as of December 31, 2000.

FEEEE Investment income decreased $2.4 million to $10.7 million for the year ended December 31, 2001. The
i decrease in investment income is primarily due to the continued decline in market interest rates partially offset by
an increase in overall cash levels. Cash levels have primarily increased due to proceeds from our initial public
offering, cash generated from operations and increases in the amount of premiums received versus the timing of
the payment of the related health benefits.

Health Benefits

Expenses relating to health benefits for the year ended December 31, 2001 increased $185.4 million, or
35.4%, to $709.0 million from $523.6 million for the year ended December 31, 2000. The increase was primarily
due to the increase in membership. The health benefits ratio, as a percentage of premium revenue, for the year
ended December 31, 2001 was 80.5% compared to 81.0% in 2000. The decrease in the health benefits ratio is
primarily the result of a favorable impact of shifting high cost cases from managed care to fee-for-service in
Iltinois ($2.8 million expense savings related to health benefits), an increase in revenues resulting from the
receipt of an HIV/AIDS supplemental payment from the State of Maryland as well as a change in our
membership by product to include more SCHIP members than in prior years. This favorable impact was
substantially offset by a normal incidence of respiratory conditions and influenza in the first quarter of 2001 as

- compared to a lower incidence in the first quarter of 2000.

Sellmg,fgeneral and administrative expenses

Selhng, general and administrative expenses increased $24, 7 mﬂhon to $109.8 million for the year ended
December 31, 2001 compared to $85.1 million in 2000. The increase in selling, general and administrative
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expenses was primarily due to an increase in wages and related expenses for additional staff to support our
increased membership. Our selling, general and administrative expense ratio to revenue was 12.3% and 12.9%
for the year ended December 31, 2001 and 2000, respectively. The decrease in the ratio was a result of
economies of scale and of fixed costs being spread over a larger membership base.

Interest expense
Interest expense was $763,000 and $781,000 for the years ended December 31, 2001 and 2000, respectively.

Provision for-income taxes- -~ - -~ o . . - oot

Income tax expense for 2001 was $26.1 million with an effective tax rate of 42.0% as compared to $17.7
million in 2000 and an effective tax rate of 40.4%. The effectlve tax rate increased in 2001 due primarily to an
increase in non-deductible expenses. '

Net income

Net income for 2001 was $36.1 million, or $2.08 per diluted common share, compared to $26.1 million, or
$1.55 per diluted common share for 2000.

Selected Quarterly Operating Results

The following table sets forth unaudited quarterly results of our operations for each of the quarters in the
years ended December 31, 2002 and 2001. This information has been prepared on the same basis as the
consolidated financial statements and, in the opinion of our management, reflects adjustments, consisting of
normal recurring adjustments, necessary for a fair presentation of the information for the periods presented. The
unaudited quarterly operating results are not necessarily indicative of future results of operations. This data
should be read in comjunction with our consolidated financial statements and related notes included in this
Form 10-K.

Three Months Ended

E(E March 31 June 30 September 30 December 31
Premiumrevenue ...............c.ou.... $ 270842 $ 276,821 $ 297,025 $ 307,948
Health benefits expense ................ 223,001 221,481 240,407 248,702
Selling, general and administrative expenses 29,921 32,318 33,927 37,243
Income before income taxes ............. 16,986 21,662 21,102 19,972
Netincome .........cuviniviinnnennnn 9,886 12916 12,450 11,784
Net income per common diluted share . . . .. 0.47 0.60 0.58 0.54
Weighted average number of shares and -

dilutive potential shares outstanding .... 21,244,538 21,493,134 21,478,501 21,661,514

Three Months Ended

_2_11&1_ March 31 June 30 September 30  December 31
Premiumrevenue ..................... $ 185685 $ 209,145 § 236,642 $§ 249,038
Health benefits expense . ............... 150,692 163,703 192,485 202,154
Selling, general and administrative expenses 24,098 28,112 27,442 30,170
Income before income taxes ............. 12,001 17,594 16,543 16,069
Netincome ..........oviireennnnennnn 7,081 10,084 9,595 9,320
Net income per common diluted share . .. .. - 042 0.61 0.58 0.48
We1ghted average number of shares and
‘+.dilutive potential shares outstanding .... 15,897,118 15,889,397+ 15,985,161 18,794,357

quuldlty and Capital Resources

i .Our pnmary sources of liquidity are cash and cash equivalents, short and long-term investments, cash flow
From operations and borrowings under our credit facility. As of December 31, 2002, we had cash and cash

i equlvalents of $208.0 million, short and long-term investments of $99.0 million and restricted investments on

deposn for licensure of $29.6 million. As of December 31, 2002, there was $50 million outstanding on our $75

r ":nflﬂhon credit facility.
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On November 9, 2001, we completed our initial public offering of 4,985,000 shares of common stock
including an over-allotment issuance of 585,000 shares at a price per share of $17.00. We received net proceeds
from the offering of approximately $77.2 million. In conjunction with the offering, all Series A, B, C and D
preferred stock in the aggregate was converted into 12,607,880 shares of common stock. We used proceeds from
the offering to repay the balance of our long-term debt facility of approximately $4.4 million and to redeem our
Series E mandatorily redeemable preferred stock for approximately $13.3 million. In addition, 1,123,823 shares
of common stock were issued upon the exercise of all outstanding Series E warrants. .

Cash from operations was $117.4 million for the year ended December 31, 2002 compared to $71.8 million
for the year ended December 31, 2001. The increase in cash from operations is primarily due to increases in
membership, improvements to operating margins and the impact of a prepayment of revenue received in 2002
attributable to operations in 2003. As of December 31, 2002, we had working capital including long-term
investments of $75.5 million as compared to $122.5 million at December 31, 2001 due primarily to the
placement of cash in escrow for the acquisition of PHP in the amount of $74.1 million. Our minimum lease
payments under all noncancelable operating leases are $8.3 miltion for 2003.

Cash used in investing activities increased to $143.5 million for the year ended December 31, 2002 from
$78.1 million for the year ended December 31, 2001. The increase in cash used in investing activities was
primarily due to an escrow deposit in connection with the acquisition of PHP and related costs of $124.1 million
as well as purchases of property, equipment and software of $20.7 million. We anticipate that our 2003 purchases
of property and equipment and software will be approximately $35 million.

Our investment policies are designed to provide liquidity, preserve capital and maximize total return on
invested assets. As of December 31, 2002, our investment portfolio consisted primarily of fixed-income
securities. The average maturity is less than nine months. We utilize investment vehicles such as municipal
bonds, commercial paper, U.S. government backed agencies, and U.S. Treasury instruments. The states in which
we operate prescribe the types of instruments in which our subsidiaries may invest their cash. The average
portfolio yield as of December 31, 2002 was approximately 2.02%.

On August 22, 2002, we entered into a definitive agreement to acquire the common stock of PHP Holdings,
Inc. and its subsidiary, Physicians Healthcare Plans, Inc. (together PHP). The acquisition became effective
January 1, 2003. The total acquisition price was approximately $124.1 million, including acquisition costs. We
did not acquire PHP’s CarePlus Health Plan, spun off from PHP at the end of 2002, which will continue to serve
its Medicare and commercial lines of business. The cash purchase price of approximately $123 million was
placed in escrow at December 31, 2002. Approximately $50 million of the cash purchase price was financed
through our existing credit facility with the balance funded through available unrestricted cash. This acquisition
was accounted for under the purchase method of accounting. Goodwill and other intangibles totaling
$116.5 million includes $9.0 million of identifiable intangibles allocated to the membership purchased and a non-
compete agreement. With the adoption of Statement of Financial Accounting Standards No. 142 Goodwill and
Other Intangibles (SFAS 142), goodwill and other intangibles assets with indefinite useful lives are no longer
amortized, but instead subject to impairment tests. Identifiable intangibles with definite useful lives are being
amortized based on the timing of related cash flows with an expected amortization of 5 to 11 years. The
estimated acquisition cost allocation between goodwill and identifiable intangible assets is $107.5 million and
$9.0 million, respectively. We have not yet finalized our fair value analysis, therefore, the allocation of the
purchase price is subject to refinement. As of January 1, 2003, PHP served approximately 193,000 Medicaid and
SCHIP members in 12 counties of three Florida metropolitan areas of Orlando, Tampa and Ft. Lauderdale/
Miami.

Effective July 1, 2002, we purchased the Medicaid line of business of Capital Community Health Plan for
- approximately $7.0 million including acquisition costs. The assets purchased consisted primarily of CCHP’s

rights to pfovide managed care services to its Medicaid members. This acquisition was accounted for_under the

purchase method of accounting. Goodwill and other intangibles totaling $7.0 million includes $423,000 for
identifiable intangibles allocated to the membership purchased.
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Effective January 1, 2002, we purchased certain assets of MethodistCare, Inc.’s Houston, Texas Medicaid
line of business for approximately $1.2 million. The assets purchased primarily consisted of MethodistCare’s
rights to provide managed care services to its Medicaid members.

Effective August 1, 2001, we purchased certain assets of Humana’s Houston, Texas Medicaid line of
business for approximately $1.0 million. The assets purchased primarily consisted of Humana’s rights to pr0v1de
managed care services to 1ts Medicaid members.

Cash prov1ded by ﬁnancmg activities was $50.2 million and $57.6 million for the year ended December 31,
2002 and December 31, 2001, respectively. Cash provided by financing activities in 2002 consisted primarily of
proceeds from our revolving credit facility of $50 millidn compared to 2001, which included proceeds from the
offering partially offset by principal payments on our long-term debt facility and the redemption of our Series E
preferred stock. Our minimum lease payments under all capital leases are $5.0 million for 2003.

On December 14, 2001, we entered into a $60 million revolving credit facility, with three banks. In July
2002, a fourth bank was added, thereby increasing the revolving credit facility to $75 million. The proceeds of
the facility will be available for general corporate purposes, including, without limitation, permitted acquisitions.
The facility will accrue interest at one of the following rates, at our option: LIBOR plus the applicable margin or
an alternate bank rate plus the applicable margin. The applicable margin for LIBOR borrowings is between
2.00% and 2.50% and the applicable margin for alternate base rate borrowings is between 1.00% and 1.50%. The
applicable margin will vary depending on our leverage ratio. The facility is secured by substantially all of the
assets of AMERIGROUP Corporation, including the stock of its subsidiaries. There is a commitment fee of
0.50% on the unused portion of the credit facility. The credit facility matures December 14, 2004. As of
December 31, 2002, there was $50 million outstanding under the credit facility at a rate of 3.4%, which
represents LIBOR plus 2.0%.

Our subsidiaries are required to maintain minimum statutory capital requirements prescribed by various
jurisdictions,” including the departments of insurance in each of the states in which we operate. As of
December 31, 2002, our subsidiaries were in compliance with all minimum statutory capital requirements. We
believe that we will continue to be in compliance with these requirements for the next twelve months.

At December 31, 2002, we served members who received health care benefits through nine contracts with
the regulatory entities in the jurisdictions in which we operated, four of which individually accounted for 10% or
more of our revenues for the year ended December 31, 2002, with the largest of these contracts representing
approximately 26% of our revenues. If any of our contracts were not renewed or were terminated for cause or if
we were to lose a contract in a re-bidding process, our business would suffer. With the acquisition of PHP on
January 1, 2003, we serve members who receive health care benefits through a total of sixteen contracts with the
regulatory entities.

'We believe that internally generated funds and available funds under our revolving credit facility will be
sufficient to support continuing operations, capital expenditures and our growth strategy for at least 12 months.

Recent Accounting Pronouncements

- In December 2002, Statement of Financial Accounting Standards No. 148, Stock-Based Compensation
* (SFAS No. 148), was issued which amends Statement of Financial Accounting Standards No. 123, Accounting
.s.-_for Stock-Based Compensation, (SFAS No. 123) and provides guidance on transition to voluntary adoption of
SFAS No. 123 and disclosure when using SFAS No. 123 or APB Opinion No. 25. We have adopted SFAS
No. 148. We continue to apply APB Opinion No. 25 in accounting for our stock plans.

P

In November 2002, FASB Interpretation No. 45, Guarantor’s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others, an interpretation of SFAS No. 5, 57 and
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107 and Rescission of FASB Interpretations No. 34 (FIN No. 45), was issued. We have adopted the disclosure
requirements of FIN 45 as required for fiscal years ending after December 15, 2002 and will adopt the provisions
for initial recognition and measurement for all guarantees issued or modified after December 31, 2002. The
adoption of FIN No 45 is not expected to have a material impact on our financial condition or results of
operations.

In July 2002, the Financial Accounting Standards Board issued Statement of Financial Accounting
Standards No. 146, Accounting. for. Costs Associated with Exit.or Disposal Activities (SEAS.-No.-146),-which-—
addresses the financial accounting and reporting of costs associated with an exit activity (including restructuring)
or with a disposal of long-lived assets. SFAS No.. 146 is effective prospectively after December 31, 2002. Our
management does not believe the implementation - of this standard will have a material effect on our financial

condition or results of operations.

Regulatory Capital and Dividend Restrictions

Our operations are conducted through our wholly-owned subsidiaries, which include HMOs and one
managed care organization, or MCO. HMOs and MCOs are subject to state regulations that, among other things,
may require the maintenance of minimum levels of statutory capital, as defined by each state, and restrict the
timing, payment and amount of dividends and other distributions that may be paid to their stockholders.

As of December 31, 2002, our subsidiaries had aggregate statutory capital and surplus of approximately
$65.8 million, compared with the required minimum aggregate statutory capital and surplus requirements of
approximately $29.5 million.

The National Association of Insurance Commissioners, or NAIC, has adopted rules which, to the extent that

they are implemented by the states, will set new minimum capitalization requirements for insurance companies,

HMOs and other entities bearing risk for healthcare coverage. The requirements take the form of risk-based

capital rules. The change in rules for insurance companies became effective as of December 31, 1998. The new

HMO rules, which may vary from state to state, are currently being considered for adoption. Illinois and Texas

adopted various forms of the rules as of December 31, 1999 and 2000, respectively. Maryland adopted risk-based

capital rules for MCOs as of December 31, 2001. However, Maryland exempted all MCOs from the rules for the

years ended December 31, 2001 and 2002. New Jersey and Florida have not yet adopted risk-based capital. The

) NAIC’s HMO rules, if adopted by other states in their proposed form, may increase the minimum capltal

- required for our subsidiaries. -

Inflation

e Although the general rate of inflation has remained relatively stable and health care cost inflation has

‘ - stabilized in recent years, the national health care cost inflation rate still exceeds the general inflation rate. We

. use various strategies to mitigate the negative effects of health care cost inflation. Specifically, our health plans

o try to control medical and hospital costs through contracts with independent providers of health care services.

A Through these contracted care providers, our health plans emphasize preventive health care and appropriate use
of specialty and hospital services.

While we currently believe our strategies to mitigate health care cost inflation will continue to be successful,
competitive pressures, new health care and pharmaceutical product introductions, demands from health care
providers and customers, applicable regulations or other factors may affect our ability to eontrol the impact of
health care cost increases.

- Compliahce Costs

The féederal regulations promulgated under HIPAA relating to privacy, standard transactions and security -
were issued in proposed form in 1998. Final regulations were subsequently issued with compliance dates of April
2003 for privacy, October 2003 for transactions and April 2005 for security. The final security rule was issued in
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February 2003 and we have not fully assessed the cost of complying with these regulations. The fact that either

state or federal rules may supersede the other depending on the nature of the particular requirement will require

interpretations for which there is likely to be little precedent. We have completed an assessment of the programs

and systems that we will need to implement in order to comply with the new privacy regulations by April 2003,

In order to comply with the requirements, we will be required to employ additional or different programs and

systems. We had expenditures of approximately $2.5 million on HIPAA compliance in 2002 and expect an

additional $4.0 million in 2003. We expect to be fully compliant by the required compliance dates. Further,

compliance with these.regulations.are-requiring-changes-to-many-of-the-procedures-we-currently-use-to-conduct——————"—
our business, which may lead to additional costs that we have not yet identified. We do not know whether, or the

extent to which, we will be able to recover from the states our costs of complying with these new regulations.

»

ITEM 7A. Quantitative and Qualitative Disclosures About Market Risk

As of December 31, 2002 we had short-term investments of $27.6 million and long-term investments of
$71.4 million. These investments consist of highly liquid investments with maturities between three and twenty-
four months. These investments are subject to interest rate risk and will decrease in value if market rates increase.
Credit risk is managed by investing in money market funds, U.S. Treasury securities, cash escrow accounts,
asset-backed securities, debt securities of government sponsored entities, municipal bonds and auction rate
securities. Our investment policies are subject to revision based upon market conditions and our cash flow and
tax strategies, among other factors. We have the ability to hold these investments to maturity, and as a result, we
would not expect the value of these investments to decline significantly as a result of a sudden change in market
interest rates. Declines in interest rates over time will reduce our investment income.
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RISK FACTORS
Risks related to being a regulated entity

Changes in government regulations designed to protect providers and members rather than our
stockholders could force us to change how we operate and could harm our business.

Our business is extensively regulated by the states in which we operate and by the federal govemmem..
These laws and regulations are generally intended to benefit and protect providers and health plan members

“rather-than—stockholders:-Congress-is currently considering législation to reform Medicaid. WE cannot predict

what impact such legislation, if adopted, would have on our business. Changes in existing laws and rules, the
enactment of new laws and rules and changing interpretations of these laws and rules could, among other things:
‘,

» force us to change how we do business,

*  restrict revenue and enrollment growth,

¢ increase our health care and administrative costs,
* impose additional capital requirements, and

+ increase or change our liability.

If state regulators do not approve payments of dividends and distributions by our subsidiaries to us, it may
negatively affect our business strategy.

We principally operate through our health plan subsidiaries. These subsidiaries are subject to regulations
that jimit the amount of dividends and distributions that can be paid to us without prior approval of, or
notification to, state regulators. If the regulators were to deny our subsidiaries’ requests to pay dividends to us,
the funds available to our company as a whole would be limited, which could harm our ability to implement our
business strategy.

Regulations may limit the extent to which we can increase our profits as a percentage of revenues.

Our New Jersey and Maryland subsidiaries are subject to minimum medical expense levels as a percentage
of premium revenue. In New Jersey, contractual sanctions may be imposed if these levels are not met. In
addition, our Texas plans are required to pay a rebate to the state in the event profits exceed established levels.
These regulatory requirements, changes in these requirements and additional requirements by our other
regulators may limit our ability to increase our overall profits as a percentage of revenues, which may harm our
operating results. We have been required, and may in the future be required, to make payments to the states as a
result of not meeting these expense and profit levels.

Our failure to comply with government regulations could subject us to civil and criminal penalties and
limitations on our profitability.

Violation of the laws or regulations governing our operations could result in the imposition of sanctions, the
cancellation of our contracts to provide services, or in the extreme case, the suspension or revocation of our
licenses. For example, in two markets in which we operate we are required to spend a minimum percentage of
our premium revenue on medical expenses. In one market, if we fail to comply with this requirement, we could
be required to pay monetary damages. Additionally, we could be required to file a corrective plan of action with
the state and we could be subject to further fines and additional corrective measures if we did not comply with
the corrective plan of action. In the other market, our failure to comply could affect future rate determinations.
These regulations may limit the profits we can obtain.

In the past we have been subject to sanctions as a result of violations of marketing regulations and
timeliness of payment requirements. For example, in August 2000, our Chicago, 1llinois plan was notified by the
llinois Department of Public Aid, or IDPA, that its Office of Inspector General had commenced an investigation
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of allegations of misrepresentation and fraud by marketing representatives employed by our plan. We developed
a corrective action plan to identify and correct past marketing improprieties and to reduce the likelihood of future
violations, which has been approved by IDPA and implemented. Under our contract with IDPA, sanctions could
be imposed, ranging from $5,000 to $25,000, and/or our right to enroli members could be suspended for a period
of time, if the allegations are substantiated. We do not know if we will be informed as to when the investigation
has been completed.

e smiem e . While-we-have-not-been-subject-to-any-fines-or-violations-that-were-material; we-¢annot assure"you that we ™™ " -~ "

will not become subject to material fines or other sanctions in the future. If we became subject to material fines
or if other sanctions or other corrective actions were-imposed upon us, our ability to continue to operate our
business could be materially and adversely affected.  *

On October 12, 2001, we responded to a Civil Investigative Demand, or CID, of the HMO industry by the
Office of the Attorney General of the State of Texas relating to processing of provider claims. We understand
from the Office of the Attorney General that responses were required from the nine largest HMOs in Texas, of
which we are the ninth. The other eight are HMOs that primarily provide commercial products. The CID is being
conducted in connection with allegations of unfair contracting, delegating and payment practices and violations
of the Texas Deceptive Trade Practices—Consumer Protection Act and article 21.21 of the Texas Insurance Code
by HMOs. In meetings with representatives of the Attorney General, they agreed that our required response
would be limited to providing information relating to our payment of hospital claims only. In addition, based
upon our discussions with the Office of the Attorney General, it is our understanding that we are not currently the
target of any investigation by that Office. On October 19, 2001 we filed our response to the CID including all
information that we believed was required to be produced. On October 26, 2001, we received a request from the
Office of the Attorney General that we clarify and supplement certain of our responses. We responded with a
second filing on December 21, 2001 and three supplemental filings thereafter. These additional filings were
materials provided for classification of the original submission and were not the result of an expansion of the
scope of the CID. The Office of the Attorney General could request additional information or clarification which
could be costly and time consuming for us to produce.

The Health Insurance Portability and Accountability Act of 1996, or HIPAA, broadened the scope of fraud
and abuse laws applicable to health care companies. HIPAA created civil penalties for, among other things,
billing for medically unnecessary goods or services. HIPAA establishes new enforcement mechanisms to combat
fraud and abuse, including a whistle blower program. Further, a new regulation promulgated pursuant to HIPAA™
imposes civil and criminal penalties for failure to comply with the health records privacy standards set forth in
the regulation. The Department of Health and Human Services’, or HHS’, press release related to the new
regulation calls on Congress to enact legislation to “fortify” penalties and to create a private right of action under
HIPAA. The preamble-to the new. privacy regulation indicates that HHS intends to issue an enforcement rule
related to the Administrative Simplification provisions of HIPAA. Enforcement of the privacy regulations is
handled under the Office of Civil Rights.

The federal government has enacted, and state governments are enacting, other fraud and abuse laws as -
well. Our failure to comply with HIPAA or these other laws could result in criminal or civil penalties and
exclusion from Medicaid or other governmental health care programs and could lead to the revocation of our
licenses. These penalties or exclusions, were they to occur, would negatively impact our ability to operate our
business. . ’

" Compliance with new federal and state rules and regulations may require us to make unanticipated
expenditures,

In Augus{: 2000, HHS issued a new regulation under HIPAA requiring the use of uniform electronic data
, transmission standards for health care claims and payment transactions submitted or received electronically. We
are required to comply with the new transactions regulation by October 2003. Also in August 2000, HHS
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.proposed a regulation that would require health care participants to implement organizational and technical
practices to protect the security of electronically maintained or transmitted health-related information. This
security regulation, finalized in February 2003, requires compliance by April 2005. In December 2000, HHS
issued a new regulation mandating heightened privacy and confidentiality protections under HIPAA which
became effective on April 14, 2001 requires compliance by April 2003. However, states may seek exemptions
from the requirements of the privacy regulation for certain state laws, and state laws that impose stricter privacy
standards than the HIPAA privacy regulation will not be preempted.

In January 2001, the Centers for Medicare & Medicaid Services, or CMS, published new federal regulations
regarding Medicaid managed care. On June 14, 2002, CMS published final regulations that replaced the January
regulations in their entirety. The final regulations implement requirements of the Balanced Budget Act of 1997
that are intended to give states more flexibility in’ their administration of Medicaid managed care programs,
provide certain new patient protections for Medicaid managed care enrollees, and require states’ rates to meet
new actuarial soundness requirements, The effective date of the regulation was August 13, 2002 and states must
comply with these regulations by August 13, 2003.

The states’ ability to promulgate stricter rules, and uncertainty regarding many aspects of the regulations
make compliance with the relatively new regulatory landscape difficult. Our existing programs and systems may
not enable us to comply in all respects with these new regulations. We have completed an assessment of the
programs and systems that we will need to implement in order to comply with the new regulations. In order to
comply with the regulatory requirements, we will be required to employ additional or different programs and
systems. We had expenditures of approximately $2.5 million on HIPAA compliance in 2002 and expect an
additional $4.0 million in 2003 to become fully compliant. Further, compliance with these pervasive regulations
will require changes to many of the procedures we currently use to conduct our business, which may lead to
additional costs that we have not yet identified. We do not know whether, or the extent to which, we will be able
to recover our costs of complying with these new regulations from the states. The new regulations and the related
costs to comply with the new regulations could have a material adverse effect on our business.

Changes in health care laws may reduce our profitability.

Numerous proposals relating to changes in health care law have been introduced, some of which have been
passed by Congress and the states in which we operate or may operate in the future. Changes in applicable laws
and regulations are continually being considered and interpretations of existing laws and rules may also change
from time to time. We are unable to predict what regulatory changes may occur or what effect any particular
change may have on our business. Although some of the recent changes in government regulations, such as the
removal of the requirements on the enrollment mix between commercial and public sector membership, have
encouraged managed care participation in public sector programs, we are unable to predict whether new laws or
proposals will continue to favor or hinder the growth of managed health care.

A recent example is state and federal legislation which would enable physicians to collectively bargain with
managed health care organizations. The legislation, as currently proposed, generally contains an exemption for
public sector managed health care organizations. If legislation of this type were passed without this exemption, it
would negatively impact our bargaining position with many of our providers and might result in an increase in
our cost of providing medical benefits.

We cannot predict the outcome of these legislative or regulatory proposals, nor the effect which they might
have on us. Legislation or regulations that require us to change our current manner of operation, provide
additional benefits or change our contract arrangements may seriously harm our operations and financial results.

Reductions in Medicaid funding by the states could substantially reduce our profitability.

Most of our revenues come from state government Medicaid premiums. The base premium rate paid by each
state differs, depending on a combination of various factors such as defined upper payment limits, a member’s
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health status, age, sex, county or region, benefit mix and member eligibility categories. Future levels of Medicaid
premium rates may be affected by continued government efforts to contain medical costs and may further be
affected by state and federal budgetary constraints. Changes to Medicaid programs could reduce the number of
persons enrolled or eligible, reduce the amount of reimbursement or payment levels, or increase our
administrative or health care costs under such programs. States periodically consider reducing or reallocating the
amount of money they spend for Medicaid. We believe that additional reductions in Medicaid payments could
substantially reduce our profitability. Further, our contracts with the states are subject to cancellation by the state
in the event of unavailability of state funds. In some jurisdictions, such cancellation may be immediate and in

-~~~ --- - —other-jurisdictions a notice periodis required.

State governments generally are experiencing budggtary shortfalls. Budget problems in the states in which
we operate could result in limited increases or even decreases in the premiums paid to us by the states. In 2002,
the state of Illinois, which accounts for approximately 6% of our total membership, reduced the Medicaid
premiums it pays to managed care companies due to state budgetary concerns. If Illinois or any state in which we
operate were to decrease premiums paid to us, or pay us less than the amount necessary to keep pace with our
cost trends, it would have a material negative impact on our profitability.

If state governments do not renew our contracts with them on favorable terms, our business will suffer.

At December 31, 2002, we served members who received health care benefits through nine contracts with
the regulatory entities in the jurisdictions in which we operate. Four of these contracts individually accounted for
10% or more of our revenues for the year ended December 31, 2002, with the largest of these contracts
representing approximately 26% of our revenues. If any of our contracts were not renewed on favorable terms or
were terminated for cause or if we were to lose a contract in a re-bidding process, our business would suffer.
Most of our contracts expire in 2003 and have renewal provisions. Termination or non-renewal of any one
contract could materially impact our revenues and operating results.

Some of our contracts are subject to a re-bidding process. For example, we are subject to a re-bidding
process in each of our three Texas markets and for our SCHIP contracts in each of our three Florida markets. Our
Texas markets are re-bid every six years and is scheduled to occur in 2003. In Florida, our SCHIP contracts have
staggered confract periods by county and are re-bid every two to four years. Our operating results would suffer as
a result of losing a contract through the re-bidding process.

If a state fails to renew its federal waiver application for mandated Medicaid enroliment into managed
care or such application is denied, our membership in that state will likely decrease.

States may only mandate Medicaid enrollment into managed care under federal waivers or demonstrations.
Waivers and programs under demonstrations are approved for two-year periods and can be renewed on an
ongoing basis if the state applies. We have no control over this renewal process. If a state does not renew its
mandated program or the federal government denies the state’s application for renewal, our business would
suffer as a result of a likely decrease in membership.

We relybon the accuracy of eligibility lists provided by the government. Inaccuracies in those lists would
negatively affect our results of operations.

Premium payments to us are based upon eligibility lists produced by the government. A state could require

us to reimburse it for premiums paid to us based on an eligibility list that the state later discovers contains

--- -individuals who are not in fact eligible for a government sponsored program. Alternatively, a state could fail to

pay us for members for whom we are entitled to payment. We are also exposed to these risks when we are a

subcontractor tq, parties that rely on government eligibility lists. Our resuits of operations would suffer as a result

of such reimbursement to the stateif we had made related payments to providérs and were unable to recoup such
payments from the providers.
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Growth in the number of Medicaid beneficiaries during economic downturns could negatively impact our
profitability if state budgets decrease or do not increase. “

Less favorable economic conditions may cause our membership to increase as more people become eligible
to receive Medicaid benefits. However, during such economic downturns, state budgets could decrease, causing
states to attempt to cut health care programs, benefits or rates. If state funding were decreased while our
membership was increasing, our profitability would be adversely affected.

Acts of terrorism could cause our business to suffer.

Our profitability depends, to a significant degree, on our ability to predict and effectively manage medical
costs. If acts of terrorism were to occur in markets'in which we operate our business could possibly suffer. The
results of terrorism acts could lead to higher than expected medical costs, network and information technology
disruptions, and other related factors beyond our control.

Risks related to our business
Receipt of inadequate premiums would negatively impact our revenues and profitability.

Most of our revenues are generated by premiums consisting of fixed monthly payments per member. These
premiums are fixed by contract, and we are obligated during the contract period to facilitate access to health care
services as established by the state governments. We have less control over costs related to the provision of
health care than we do over our selling, general and administrative expenses. Historically, our expenses related to
health benefits as a percentage of premium revenue have fluctuated. For example, our expenses related to health
benefits were 81.0% of our premium revenue in 2002, and 80.5% of our premium revenue in 2001. If premiums
are not increased and expenses related to health benefits rise, our earnings could be impacted negatively. In
addition, our actual health benefits costs may exceed our estimated costs. The premiums we receive under our
current contracts may therefore be inadequate to cover all claims, which may cause our profits to decline.

Maryland sets the rates which must be paid to hospitals by all payors. It is possible for the state to increase
rates payable to the hospitals without granting a corresponding increase in premiums to us. If this were to occur,
or if other states were to take similar actions, our profitability would be harmed.

Our inability to manage medical costs effectively would reduce our profitability. -

Our profitability depends, to a significant degree, on our ability to predict and effectively manage medical
costs. Changes in health care regulations and practices, level of use of health care services, hospital costs,
pharmaceutical costs, major epidemics, new medical technologies and other external factors, including general
economic conditions such as inflation levels, are beyond our control and could reduce our ability to predict and
effectively control the costs of health care services. Although we have been able to manage medical costs
through a variety of techniques, including various payment methods to primary care physicians and other
providers, advance approval for hospital services and referral requirements, medical management and quality
management programs, our information systems and reinsurance arrangements, we may not be able to continue
to manage costs effectively in the future. It is possible that claims previously denied and claims previously paid
to non-network providers will be appealed and subsequently reprocessed at different amounts. This would result
in an adjustment to claims expense. If our costs for medical services increase, our profits could be reduced, or we
may. not remain profitable. ' -

'Qur limited ability to predict our incurred medical expenses accurately could negatively impact our
'x;gpﬁrl'ted_);'esults.

Our medical expenses include estimates of IBNR. We estimate our IBNR medical expenses based on a
number of factors, including prior claims experience, maturity of markets, complexity of products and stability of
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provider networks. Adjustments, if necessary, are made to medical expenses in the period during which the actual
claim costs are ultimately determined or when criteria used to estimate IBNR change. We utilize the services of
independent actuaries who are contracted on a regular basis to calculate and review the adequacy of our medical
liabilities, in addition to using our internal resources. We cannot be sure that our IBNR estimates are adequate or
that adjustments to such IBNR estimates will not harm our results of operations. Further, our inability to
accurately estimate IBNR may also affect our ability to take timely corrective actions, further exacerbating the
extent of the harm on our results. - h

We maintain reinsurance to protect us against severe or catastrophic medical claims, but we cannot assure
you that such reinsurance coverage will be adequate-or available to us in the future or that the cost of such
reinsurance will not limit our ability to obtain it. ’

Difficulties in executing our acquisition strategy could adversely affect our business.

Historically, the acquisition of Medicaid contract rights and related assets of other health plans both in our
existing service areas and in new markets has accounted for a significant amount of our growth. Although we
cannot predict our rate of growth as the result of acquisitions with any accuracy, we believe that acquisitions
similar in nature to those we have historically executed will be important to our growth strategy. Many of the
other potential purchasers of these assets have greater financial resources than we have. In addition, many of the
sellers are interested in either (1) selling, along with their Medicaid assets, other assets in which we do not have
an interest; or (2) selling their companies, including their liabilities, as opposed to just the assets of the ongoing
business. Therefore, we cannot be sure that we will be able to complete acquisitions on terms favorable to us or
that we can obtain the necessary financing for these acquisitions.

We are currently evaluating proposals to acquire additional businesses. These proposals are at various stages
of consideration and we may enter into letters of intent or other agreements relating to these proposals at any
time. However, we cannot predict when or whether we will actually acquire these businesses.

We are generally required to obtain regulatory approval from one or more state agencies when making
acquisitions. In the case of an acquisition of a business located in a state in which we do not currently operate, we
would be required to obtain the necessary licenses to operate in that state. In addition, although we may already
operate in a state in which we acquire a new business, we will be required to obtain additional regulatory
approval if, as a result of the acquisition, we will operate in an area of the state in which we did not operate
previously. There can be no assurance that we would be able to comply with these regulatory requ1rements for an
acquisition in a timely manner, or at all.

Qur current credit facility imposes certain restrictions on acquisitions. We may not be able to meet these
restrictions.

In addition to the difficulties we may face in identifying and consummating acquisitions, we will also be
relquired to intégrate our acquisitions with our existing operations. This may include the integration of:

. \ additional employees who are not familiar with our operations,
TR ex1stmg provider networks, which may operate on different terms than our existing networks,
-' } existing ‘members, who may decide to switch to another health care provider, and

__» _ disparate information and recordkeeping systems.

1o re o ehinercc el

3 Aédording}y we may be unable to successfully identify, consummate and integrate future acquisitions or
bperate acquired businesses profitably. We also may be. unable to obtain sufficient additional capital resources

: for future acquisitions. There can be no assurance that incurring expenses to acquire a business will result in the

acqulsmon being consummated. These expenses could impact our selling, general and administrative expense

43




_ acquired businesses onto_our technology platform and apply our operations strategy. Difficulties implementing.__

ratio. If we are unable to effectively execute our acquisition strategy, our future growth will suffer and our results
of operations could be harmed.

Difficulties implementing acquired businesses could adversely affect our business

Effective January 1, 2003, we entered Florida through the acquisition. of PHP Holdings, Inc. and its
subsidiary, Physicians Healthcare Plans, Inc. (together PHP). Our profitability-depends on our ability to integréte_

our strategy in Flonda and integrating the PHP business could adversely affect our proﬁtab111ty

Failure of a new business of ours would negativel'jf impact our results of operations.

Start-up costs associated with a new business can be substantial. For example, in order to obtain a certificate
of authority in most jurisdictions, we must first establish a provider network, have systems in place and
demonstrate our ability to be able to obtain a state contract and process claims. If we were unsuccessful in
obtaining the necessary license, winning the bid to provide service or attracting members in numbers sufficient to
cover our costs, the new business would fail. We also could be obligated by the state to continue to provide
services for some period of time without sufficient revenue to cover our ongoing costs or recover start-up costs.
The loss of the costs associated with starting up the business could have a significant impact on our results of
operations.

Ineffective management of our growth may negatively affect our results of operations, financial condition
and business.

We have experienced rapid growth. In 1996, our first full year of operations, we had $22.9 million of
premium revenue. In 2002, we had $1,152.6 million in premium revenue. This increase represents a compound
annual growth rate of 92.2%.

Depending on acquisition and other opportunities, we expect to continue to grow rapidly. Continued growth
could place a significant strain on our management and on other resources. We anticipate that continued growth,
if any, will require us to continue to recruit, hire, train and retain a substantial number of new and highly-skilled
medical, administrative, information technology, finance and other support personnel. Qur ability to compete
effectively depends upon our ability to implement and improve operational, financial and management
information systems on a timely basis and td expand, train, motivate and manage our work force. If we continue
to' experience rapid growth, our personnel, systems, procedures and controls may be inadequate to support our
operations, and our management may fail to anticipate adequately all demands that growth will place on our
resources. In addition, due to the initial costs incurred upon the acquisition of new businesses, rapid growth could
adversely affect our short-term profitability. If we are unable to manage growth effectively, our business,
operating results and financial condition could suffer.

We are subject to competition which impacts our ability to increase our penetration of the markets that we
service.

We compete for members principally on the basis of size and quality of provider network, benefits provided
and quality of service. We compete with numerous types of competitors, including other health plans and

traditional state Medicaid programs that reimburse providers as care is provided. Some of the health plans with
i#. - which we compete have substantially larger enrollments, greater financial and other resources and offer a broader

scope. of .products than we do.

Whﬂe many states mandate health plan enrollment for Medicaid eligible participants, the programs are

Y voluntary in other states, such as Illinois. Subject to limited exceptions by federally approved state applications,

the federal government requires that there be choice for Medicaid recipients among managed care programs.
Voluntary programs and mandated competition will impact our ability to increase our market share.
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In addition, in most states in which we operate we are not allowed to market directly to potential members,
and therefore, we rely on creating name brand recognition through our community-based programs. Where we
have only recently entered a market or compete with health plans much larger than we are, we may be at a
competitive disadvantage unless and until our community-based programs and other promotional activities create
brand awareness. '

-~

Restrictions and covenants in our new credit facility may limit our ability- to-take-actions, —— -~ - -

During 2001, we entered into a Credit and Guaranty Agreement with three banks for a $60 million revolving
credit facility. In July 2002, we expanded our credit facility to $75 million by adding a fourth bank. The credit
facility is secured by the assets of AMERIGROUP Cotporation and by the common stock of its wholly-owned
subsidiaries. Pursuant to the Credit and Guaranty Agreement, we must meet certain financial covenants. At
December 31, 2002, we were in compliance with such covenants. These financial covenants include meeting
certain financial ratios, a limit on annual capital expenditures, and a minimum net worth requirement. As of
December 31, 2002, there was $50 million outstanding under the credit facility.

Events beyond our control, such as prevailing economic conditions and changes in the competitive
environment, could impair our operating performance, which could affect our ability to comply with the terms of
the credit facility. Breaching any of the covenants or restrictions could result in the unavailability of the facility
or a default under the credit facility. We cannot assure you that our assets or cash flow will be sufficient to fully
repay outstanding borrowings under the credit facility or that we would be able to restructure such indebtedness
on terms favorable to us. If we were unable to repay, refinance or restructure our indebtedness under the credit
facility, the lenders could proceed against the collateral securing the indebtedness.

The loss of the services of our Chairman of the Board of Directors and Chief Executive Officer would
harm our operations.

We are highly dependent on the efforts of Mr. Jeffrey McWaters, our Chairman of the Board of Directors
and Chief Executive Officer. Mr. McWaters, as our founder, has been instrumental in developing our mission
and forging ‘our relationships with our government client-customers and the communities we serve. We cannot
assure you that we will be able to retain Mr. McWaters or attract a suitable replacement or additional personnel if
required.” We have an employment agreement with Mr. McWaters which had an initial expiration of
October 2002 but has been extended to October 2003 and has automatic one year renewals going forward.
Pursuant to this agreement, if Mr. McWaters were to voluntarily terminate his employment with us, he would
lose his entitlement to severance benefits. We cannot be sure that the employment agreement creates sufficient
incentives for Mr. McWaters to continue his employment with us. While we believe that we could find a
replacement for Mr. McWaters if he were to leave, the loss of his services could harm our operations.

Ou)rmablllty to maiilt?ir;sati‘sfactory relationships with providers would harm our profitability.

+ - +.i0Our profitability depends, in large part, upon our ability to contract favorably with hospitals, physicians and
other health care providers. Our provider arrangements with our primary care physicians and specialists usually
are for one- to two-year periods and automatically renew for successive one-year terms, subject to termination by
us for cause based on provider conduct or other appropriate reasons. The contracts generally may be canceled by
either party: upon 90 to 120 days prior written notice. Our contracts with hospitals are usually for one- to two-

¢ -+-- -year périods and automatically renew for successive one-year periods, subject to termination for cause due to
_provider misconduct or-other appropriate reasons. Generally, our hospital contracts may be canceled by either

_ party without cause on 90 to 150 days prior written notice. There can be no assurance that we will be able to
continue to.rengw such contracts or enter into new contracts enabling us to service our members profitably. We
will be required to establish acceptable provider networks prior to entering new markets. Although we have

established long-term relationships with many of our providers, we may be unable to enter into agreements with

providers in new markets on a timely basis or under favorable terms. If we are unable to retain our current
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provider contracts or enter into new provider contracts timely or on favorable terms, our profitability will be
harmed.

On occasion, our members obtain care from providers that are not in our network and with which we do not
have contracts. To the extent that we know of such instances, we attempt to redirect their care to a network
provider. We have generally reimbursed non-network providers at the rates paid to comparable network
providers or at the applicable rate that the provider could have received under the traditional fee-for-service

“Medicaid- program;-or-at-a“discount therefrom:-In-some ‘instances; we-pay non=network providérs pursuantto the

terms of our contracts with the State. However, some non-network providers have requested that we pay them at
their highest billing rate, or “full-billed charges.” Full-billed charges are significantly more than the amount the
non-network providers could otherwise receive "under the traditional fee-for-service Medicaid program.
Additionally, some non-network providers in New Jersey and Texas have filed lawsuits seeking reimbursements
of full-billed charges from us for services they provided to our members. To the extent that non-network
providers are successful in obtaining payment at rates in excess of the rates that we have historically paid to non-
network providers, our profitability could be materially adversely affected.

We are dependent on our relationship with Cook Children’s Physician Network. Any material
modification or discontinuation of this relationship could harm our results of operations.

Cook Children’s Physician Network is our exclusive provider network for pediatric services in Fort Worth,
Texas, where we had approximately 73,000 members as of December 2002. If the terms of our contract with
Cook Children’s were to change significantly or Cook Children’s were to terminate its agreement with us, our
costs to provide health care in this area could increase. We could lose members if Cook Children’s chose to
associate with another HMO or if it obtained its own contract with the state to provide health care services to
Medicaid recipients.

Negative publicity regarding the managed care industry may harm our business and operating results.

Recently, the managed care industry has received negative publicity. This publicity has led to increased
legislation, regulation, review of industry practices and private litigation in the commercial sector. These factors
may adversely affect our ability to market our services, require us to change our services and increase the
regulatory burdens under which we operate, further increasing the costs of doing business and adversely affecting
our operating results: -

We may be subject to claims relating to medical malpractice, which could cause us to incur significant
expenses.

Our providers and employees involved in medical care decisions may be exposed to the risk of medical
malpractice claims. In addition, states are beginning to adopt legislation that permits managed care organizations
to be held liable for negligent treatment decisions or benefits coverage determinations. Claims of this nature, if
successful, could result in substantial damage awards against us and our providers that could exceed the limits of
any -applicable insurance coverage. Therefore, successful malpractice or tort claims asserted against us, our
providers or our employees could adversely affect our financial condition and profitability.

In addition, we may be subject to other litigation that may adversely affect our business or results of
operations. We maintain errors and omissions insurance and such other lines of coverage as we believe is

-yeasonable-in-light- of our experience to date. However, this insurance may not be sufficient or available at a

reasonable cost to protect us from liabilities which might adversely affect our business or results of operations.
Even if apy claims brought against us were unsuccessful or without merit, we would stiil have to defend
ourselves against such claims. Any such defenses may be time-consuming and costly, and may distract our
management’s attention. As a result, we may incur significant expenses and may be unable to effectively operate
our business.
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_programs, benefits and rates. If this were.to happen while our.membership_was-increasing,-our- results-of:

Changes in the number of Medicaid eligibles or benefits provided to Medicaid eligibles as a result of state
and federal budgets decreasing or not increasing, or during a period of general economic improvement,
could cause our operating results to suffer.

Historically, the number of persons eligible to receive Medicaid benefits has increased more rapidly during
periods of rising unemployment, corresponding to less favorable general economic conditions. However, during
such economic downturns, state and federal budgets could decrease, causing states to attempt to cut health care

‘operations could suffer. Conversely, the number of persons eligible to receive Medicaid benefits may grow more
slowly or even decline if economic conditions improve, thereby causing our operating results to suffer.

Our inability to integrate and manage our information systems effectively could disrupt our operations.

Our operations are significantly dependent on effective information systems. The information gathered and
processed by our information systems assists us in, among other things, monitoring utilization and other cost
factors, processing provider claims and providing data to our regulators. Our providers also depend upon our
information systems for membership verifications, claims status and other information.

Our information systems and applications require continual maintenance, upgrading and enhancement to
meet our operational needs. Moreover, our acquisition activity requires frequent transitions to or from, and the
integration of, various information systems. We are continually upgrading and expanding our information
systems capabilities. If we experience difficulties with the transition to or from information systems or are unable
to properly maintain or expand our information systems, we could suffer, among other things, from operational
disruptions, loss of existing members and difficulty in attracting new members, regulatory problems and
increases in administrative expenses.
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INDEPENDENT AUDITORS’ REPORT

The Board of Directors
AMERIGROUP Corporation and Subsidiaries:

We have audited the accompanying consolidated balance sheets of AMERIGROUP Corporation and
subsidiaries as of December 31, 2002 and 2001, and the related consolidated income statements and statements
These consolidated financial statements are the responsibility of the Company’s management. Our responsibility
is to express an opinion on these consolidated financial statements based on our audits.

»

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts-and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of AMERIGROUP Corporation and subsidiaries as of December 31, 2002 and 2001, and
the results of their operations and their cash flows for each of the years in the three-year period ended
December 31, 2002 in conformity with accounting principles generally accepted in the United States of America.

As discussed in note 1 to the consolidated financial statements, effective July 1, 2001, AMERIGROUP
Corporation adopted the provisions of Statement of Financial Accounting Standards No. 141, Business
Combinations, and certain provisions of Statement of Financial Accounting Standards No. 142 (SFAS No. 142),
Goodwill and Other Intangible Assets, as required for goodwill and intangible assets arising from business
combinations consummated after June 30, 2001. As further discussed in Note 1 to the consolidated financial
statements, in 2002, AMERIGROUP Corporation adopted the provisions of SFAS No. 142 as required for
goodwill and intangible assets resulting from business combinations consummated prior to June 30, 2001.

February 10, 2003 - -
Norfolk, Virginia

/s/ KPMGLLP
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ITEM 8. Financial Statements and Sﬁpplementary Data

AMERIGROUP CORPORATION AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
DECEMBER 31, 2002 and 2001
(Dollars in thousands)

" ASSETS

Current assets:
Cashandcashequivalents . ... .. i i
SROTt-term INVESHTIENIS & o\ttt vttt ettt ettt ettt ae et i et e e annnas .

Total current assets . ... e
Property and equipment, ISt .. ... ... i e
Software, net of accumulated amortization of $10,253 and $4,738 at December 31, 2002
and 2001, reSpectiVely . . ...ttt e e
Goodwill and other intangible assets, net of accumulated amortization of $5,873 at
December 31, 2002 and 2001 . ...
Long-term INVESIMENIS . .. oottt ittt e et e
Investments on deposit for licensure .. ....... ...
Other Iong-term @SSETS . . . ..o vttt e
Escrow deposit for pending acquisitions and relatedcosts . .................... .. ..

LIABILITIES AND STOCKHOLDERS® EQUITY
Current liabilities:
Claims payable .. ... ... e
Unearned TeVeNUE . . ... ... et e e
Accounts payable .. ... ...
Accrued expenses, capital leases and other current liabilities ...................

Total current liabilities ......... N
Long-termdebt ..... ... ... e
Deferred income taxes, capital leases and other long-term liabilities . .................

Total liabilities . ...... ...t e

Commitments and contingencies (note 12)

Stockholders’ equity:

Common stock, $.01 par value. Authorized 100,000,000 shares; issued and
outstanding 20,551,944 and 19,851,690 at December 31, 2002 and 2001,
LESPECHIVELY . . o\ttt e

Additional paid-in capital ........ .. ... .

Retained amings ... ...ttt e

Deferred COMPENSation .. .......... ottt

Total stockholders™ equity . ....... ... o i

See accompanying notes to consolidated financial statements. -
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2002 2001

$207,996 $183,900
27,581 55,230
35,585 29,301
5,627 4,518
7,646 7,416

284,435 280,365
28,277 15,014

11,966 9,581

26,040 19,407
71,358 62,707
29,559 18,501
2,716 1,367
124,133 —

$578,484 $406,942

$202,430 $180,346
25,518 240 _

9,405 6,295

42,905 33,678

280,258 220,559
50,000 —
8,845 2,867

339,103 223,426

205 ¢ 199
177.141 168,676
62,452 15416

417) (775)"

239,381 183,516
$578,484 $406,942




AMERIGROUP CORPORATION AND SUBSIDIARIES

CONSOLIDATED INCOME STATEMENTS
{Dollars in thousands, except for per share data)

Year ended December 31,

2002 2001 2000
Revenues: ) i ) ) oot ST e e T
Premium ............ ... ... .. .. ... ... e $ 1,152,636 $ 880,510 $ 646,408
Investment incoOmMe . ..........oouunu... . e " 8,026 10,664 13,107
TOtAl TEVENUES « . e e v e e e i 1,160,662 891,174 659,515
Expenses:
Health benefits ... ....... A 933,501 709,034 523,566
Selling, general and administrative ..................... 133,409 109,822 85,114
Depreciation and amortization ........................ 13,149 9,348 6,275
Interest .. ... .o e e 791 763 781
Total eXpenses .. ... 1,080,940 828,967 615,736
Income before incometaxes ........... ... riiiniinnn... 79,722 62,207 43,779
Incometaxexpense .......... ..ot niiiinnn 32,686 26,127 17,687
Nt INCOmME . .t e e e e e e e e e 47,036 36,080 26,092
Accretion of redeemable preferred stock dividends ........ — (6,228) (7,284)
Net income attributable to common stockholders .............. $ 47,036 $ 29,852 % 18,808
Net income per share:
- - Basic netincome pershare ............. ... $ 233 $ 8.08 $ 23.62
’ Weighféd average number of common shares outstanding . .. 20,177,728 3,694,844 796,409
Diluted net income pershare . ......................... $ 2.19 $ 208 § 1.55
Welghted average number of common shares and dilutive
. potential common shares outstanding ................. 21,469,422 16,649,721 15,818,175

See accompanying notes to consolidated financial statements.
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AMERIGROUP CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY
(Dollars in thousands)

Series D convertible Total
Common stock preferred stock Additional Retained stockholders”
paid-in earnings Deferred equity
. ~ o . -~ ..Shares  Amount Shares - Amount - - capital- - (deficit)— — compensation - (deficit)
Balances at December 31,1999 ... .. 640632 $ 6 3,710,775  $ 37 $ 18,190 $(33,244) $ — $(15,011)
Common stock issued upon exercise -~
of stock options ............... 267,150 3 — ' —;— 247 — — 250
Accreted dividends on redeemable }
preferred stock ................ — — — — — (7,284) — (7,284)
Issuance of common stock options at
below marketvalue ............ — — — — 1,833 — (1,833) —
Amortization of deferred
compensation ................. —_ . = — — — — 698 698
Netincome ..................... — — — — — 26,092 — 26,092
Balances at December 31,2000 . . ... 907,782 9 3,710,775 37 20,270 (14,436) (1,135) 4,745
Common stock issued upon exercise
of stock options and warrants . . . . . 227,205 3 — — 237 —_ — 240
Common stock issued upon initial
publicoffering ................ 4,985,000 50 — — 77,168 — — 77,218
Conversion of convertible preferred
Stock ... 12,607,880 126  (3,710,775) 37) 71,009 — — 71,098
Common stock issued upon exercise
of Series E mandatorily
redeemable preferred stock
WAITANS ..o evenniann e 1,123,823 11 — — [€)] — — 3
Accreted dividends on redeemable
preferred stock ............ ..., — — — — - (6,228) — (6,228)
Amortization of deferred
compensation .. ............... — — — — —_ — 360 360
Netdncome . &.........ooovnennn. — — — — — 36,080 — 36,080
: ; Balafﬁbes’ at Dé;cembcr 31,2001 ..... 19,851,690 199 — — 168,676 15,416 (775) 183,516
' Corimion stock issued upon exercise
o ofstock options ...y .......... 700,254 6 - - 4,690 - — 4,696
; 1 Taxbenéfit from exercise of options . — — — — 3,775 — — 3,775
P
Cy — — - = — - 358 358
incon — — — - — 47,036 — 47,036
'Baimfc}éé' at Degémber 31,2002 . . ... 20,551,944  $205 —  $— $177,141 $ 62,452 $ (417) $239,381

See accompanying notes to consolidated financial statements.
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AMERIGROUP CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
(Dollars in thousands)

Year ended December 31,

2002 2001 2000
__Cash flows from operating activities: . S TR e
NEtinCOMmIE . . . .ottt ettt et i e e ettt $ 47 036 $ 36 080 $ 26 092
Adjustments to reconcile net income to net cash provided by
operating activities: P .
Depreciation and amortization ......... e . 13,149 9,348 6,275
Deferred tax (benefit) expense ............ ... ... ...... 993 (124) 1,204
Amortization of deferred compensation ................... 358 360 698
Changes in assets and 11ab111t1es increasing (decreasing) cash flows
from operations:.
Premiumreceivables ................ ... ... ... ... .. ... (6,284) (13,579) (8,476)
Prepaid expenses and other current assets . ................. (230) (254) (3,639)
Deferred income taxes and otherassets . ................... (1,665) 72 415
Claims payable ........ ... .o, 22,084 29,884 36,090
Accounts payable, accrued expenses and other current
Habilities . ... ..ot et 15,994 9,934 12,831
Uneamedrevenue .............c.iuriiirinnnnnnnnnn. 25,278 240 (27,960)
Other long-term liabilities .......... ... ... ... ... .. ... 704 (150) (1,390)
Net cash provided by operating activities ............... .. . ... ... 117,417 71,811 42,120
Cash flows from investing activities:
Proceeds from redemption of held-to-maturity securities .......... 219,656 196,267 226,555
‘Purchase of held-to-maturity investments ...................... (211,158) (257,541) (217,379)
Purchase of property and equipment and software ............... (20,707) (8,608) (13,668)
Proceeds from sale of investments on deposit for licensure . ....... 30,340 29,318 8,502
"Purchase of investments on deposit for licensure ................ (30,898)  (34,955) (12,374)
Purchase of contract rights and related assets . .................. (6,633) (2,617) _—
— Escrow deposit for pending acquisition and related costs .. ........ (124,133) — —
~ Net cash used in investing activities .............. ... .. oL, (143,533)  (78,136) (8,364)
Cash ﬂqws from financing activities:™

Proceeds from issuance of debt ........ ..., 50,000 — —_
Net increase (decrease) in bank overdrafts ..................... (1,963) 913 124 -
Paymentofdebt ...... ... ... ... .. e —_ (6,177) (1,833)
Payment of capital lease obligations .......................... (2,521) (1,314) (14
Proceeds from exercise of common stock options and warrants . . . . . 4,696 243 250
Proceeds from issuance of common stock upon the initial public

offering, net of isSUANCE COSES .. ...\ oo ire i, — 77,218 —

w Redemptlon of Series E mandatorily redeemable preferred stock ... — (13,320) —

- Net cash provided by (used in) financing activities .................. 50,212 57,563 (1,473) .
Net increase it cash and cash equivalents ............... .. ..., 24,096 51,238 32,283
Cz{"sh and cash equivalents at beginning of period .. ............... ... 183,900 132,662 100,379

,ash a.nd cash equivalents atend of period .. ....................... $ 207,996 $ 183,900 $132,662
i upplemen‘tal disclosures of non-cash activities: ' )
: Property and equipment acquired under capital lease ................. $ 7775 $ 508 $§ 434
. {
See accompanying notes to consolidated financial statements.
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AMERIGROUP CORPORATION AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2002, 2001 and 2000
(Dolars in thousands, except for per share data)

(1) Corporate Orgamzatlon and Pr1nc1ples of Consolldatlon

(a) Corporate Orgamzatwn N

AMERIGROUP Corporation, a Delaware corporation (the “Company™), is a multi-state managed health
care company focused on serving people who receive health care benefits through public-sponsored programs,
including Medicaid, State Children’s Health Insurance Program, or SCHIP, and FamilyCare.

During 1995, we incorporated wholly-owned subsidiaries in New Jersey, Illinois and Texas to develop, own
and operate health maintenance organizations (HMOs) in those states. During 1996, we began enrolling
Medicaid members in HMOs; AMERIGROUP New Jersey, Inc., AMERIGROUP Illinois, Inc. and
AMERIGROUP Texas, Inc. During 1999, we incorporated a wholly-owned subsidiary in Delaware,
AMERIGROUP Maryland, Inc., a Managed Care Organization, to develop, own and operate a managed care
organization (MCO) in Maryland and an HMO in the District of Columbia. This subsidiary purchased certain
contracts and related assets from The Prudential Insurance Company of America and the Prudential Health Care
Plan, Inc. (Prudential) relating to its Medicaid lines of business in the State of Maryland and the District of
Columbia during 1999. During 2001, we incorporated a wholly-owned subsidiary in Florida, AMERIGROUP
Florida, Inc., an HMO, to develop, own and operate an HMO in Florida. Effective January 1, 2003,
AMERIGROUP Corporation acquired PHP Holdings, Inc. and its subsidiary, Physicians Health Plans, Inc.
(together, PHP) and merged it with AMERIGROUP Florida, Inc. (Note 15).

On November 9, 2001, we completed our initial public offering of 4,985,000 shares of common stock
including an over-allotment issuance of 585,000 shares at a price per share of $17.00. We received net proceeds
from the offering of $77,218. In conjunction with the offering, all Series A, B, C and D preferred stock in the
aggregate was converted into 12,607,880 shares of common stock. The proceeds from the offering were used to
repay the balance of our long-term debt facility of $4,352 and to redeem the Series E mandatorily redeemable
preferred* stock for $13 320. In addition, 1,123,823 shares of common stock were issued upon the exercise of all

,,,,,

(b ) Prmczples of Consolidation

‘ ; The consohdated financial statements include the financial statements of AMERIGROUP Corporation and
our five wholly -owned subsidiaries: AMERIGROUP New Jersey, Inc., AMERIGROUP Illinois, Inc.,

f‘ AMERIGROUP Texas; Inc. and AMERIGROUP Florida, Inc., each a Health Maintenance Organization and
:j AMERI ROUP Maryland Inc., a Managed Care Organization. All significant 1ntercompany balances and

transactlons have been eliminated in consolidation.

Tash Equzvalents L

s{consider 3311 highly-liquid temporary investments with original maturities of three months or less to be
"mva‘lcnts :We had- cash equivalents of $95,945 and $121,941 at December 31, 2002 and 2001,
i .ély, wh1ch consist of money market funds, U.S. Treasury securities, certificates of deposit, asset-backed

'ijiﬁn 145 and debt securities of government sponsored entities.
i -

|
Sh ort and Long-Term Investments and Investments on Deposit for Licensure

i Short and" long-term investments and investments on deposit for licensure at December 31, 2002 and 2001

éonsmt of money market funds, U.S. Treasury securities, cash escrow accounts, asset-backed securities, debt

:tsecurltles of government sponsored entities, municipal bonds and auction rate securities. We consider all
: mvestments with original maturities greater than three months but less than twelve months to be short-term
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AMERIGROUP CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

investments. We classify our debt and equity securities in one of three categories: trading, available-for-sale or
held-to-maturity. Trading securities are bought and held principally for the purpose of selling them in the near
term. Held-to-maturity securities are those securities in which we have the ability and intentto hold the security
- until maturity. All other securities not included in trading or held-t6-matirity are classified as available-for-sale.
At December 31, 2002 and 2001, all of our securities are classified as held-to-maturity.

Held-to-maturity securities are recorded at amortized cost, adjusted for the amortization or accretion of
premiums or discounts. A decline in the market value of any held-to-maturity security below cost that is deemed
other than temporary results in a reduction in carrying amount to fair value. The impairment is charged to
earnings and a new cost basis for the security is established. Premiums and discounts are amortized or accreted
over the life of the related held-to-maturity security as an adjustment to yield using the effective-interest method.
Dividend and interest income is recognized when earned.

(c) Property and Equipment

Property and equipment are stated at cost less accumulated depreciation and amortization. Depreciation on
property and equipment is calculated on the straight-line method over the estimated useful lives of the assets.
Property and equipment held under leasehold improvements are amortized on the straight-line method over the
shorter of the lease term or estimated useful life of the asset. The estimated useful lives are as follows:

Leasehold improvements ........... ...t i, Length of lease
Furniture and ﬁxtures ........................................... 5-7 years
Equipment................ T R RS PR 3-5 years

") Software

‘Software is stated at cost less accumulated amortization, and in accordance with Statement of Position 98-1,
. Accounting for the Costs of Software Developed or Obtained for Internal Use. Software is amortized over its
estimated useful life of three years, using the straight-line method.

(e) Gaodw:ll

E s Goodwill tepresents the excess of aggregate purchase price over the.estimated fair value of net assets
acqulred. Goodwill acquired prior to July 1, 2001, was amortized on a straight-line basis over 18 months to 20
'yea.rs the expected periods to be benefited. In accordance with Statement of Financial Accounting Standards No.
142, Goodwill and Other Intangible Assets (SFAS No. 142), goodwill acquired subsequent to July 1, 2001 is not
;amomzed In addition, all goodwill acquired prior to July 2001 is no longer amortized effective January 1, 2002.
Wc assess the recoverability of goodwill by determining whether the goodwill balance can be recovered through
undlscounted future operating cash flows of the acquired operation. The amount of goodwill impairment, if any,
_l.measu:ed based on projected discounted future operating cash flows using a discount rate reflecting our
b Q.v}e;agg cost of funds. The assessment of the recoverability of goodwill will be impacted 4f estimated future
operanng cash flows are not achieved. No impairment of goodwill was recorded in 2002, 2001 or 2000.

J.
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AMERIGROUP CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

The following table presents net income and net income per share exclusive of goodwill amortization
expense for 2002, 2001 and 2000.

= . e - S e e = 220020 2001 - 2000

Net income:

Reported netincome ................... e $47,036 $36,080 $26,092

Goodwill amortization, net of tax effect ... ' ................ — 567 1,683

Adjusted NELINCOME . . . ..o vttt i eee e e e 847,036 $36,647 $27,775
Basic net income per share:

Reported basic net income pershare ........................ $ 233 § 808 $ 2362

Goodwill amortization per basicshare . .............. ... .. .. — 0.15 2.11

Adjusted basic net income pershare ........................ $ 233 3§ 823 $ 2573
Diluted net income per share:

Reported diluted net income pershare ....................... $ 219 $ 208 $ 155

Goodwill amortization per diluted share ..................... = 0.03 0.11

Adjusted diluted net income pershare .. ..................... $ 219 $ 211 $ 166

(f) Other Assets

Other assets include deposits and debt issuance costs.

(g) Income Taxes

o ; ) Income taxes are accounted for under the asset and liability method. Deferred tax assets and liabilities are
i+ i - recognized for the future tax consequences attributable to differences between the financial statement carrying
; ‘amounts of existing assets and liabilities and their respective tax bases and tax credit carryforwards. Deferred tax
i assets and liabilities are measured using enacted tax rates expected to apply to taxable income in the years in
) Wthh thiose tethporary differences are expected to be recovered or settled. The effect on deferred tax assets and
habllmes of a change in tax rates is' recognized in income in the period that includes the enactment date.
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(h) Stock-Based Compensation

As permitted under Statement of Financial Accounting Standards No. 123, Accounting for Stock-Based

Compensation (SFAS No. 123), we have chosen’ to -account for stock-based compensation using the_ intrinsic . . . _ .

value method prescrlbed in Accounting Pnnc1ples Board Oplmon No. 25, Accounting for Stock Issued to
Employees (APB Opinion No. 25), and related interpretations. Accordingly, compensation cost for stock options
is measured as the excess, if any, of the estimated fa1r value of our stock at the date of grant over the amount an
employee must pay to acquire the stock. The followmg table illustrates the effect on net income and earnings per
share if the company had applied the fair value recognition.

2002 2001 2000
Net income: i
Reported netincome ... .......................... $47,036 $36,080 $26,092
Deduct: Total stock-based employee compensation
expense determined under fair value based method for
all awards, net of related tax effects . .............. 5,800 807 347
Proformanetincome ........... ... ... .. . . ... ... $41,236 $35,273 $25,745
Basic net income per share:
Reported basic net income pershare ................ $ 233 $ 808 $ 23.62
Proforma basic net income pershare ................ 2.04 7.86 23.18
Diluted net income per share:
Reported diluted net income pershare ............... $ 219 $ 208 $ 1.55
Proforma diluted net income per share .............. 1.92 2.04 1.54

(i) Premium Revenue

: We record pretmum revenue based on membership and premium information from each state. Premiums are
due moqthly and are recognized as revenue during the period in which we are obligated to provide service to
: members In our Texas, New Jersey, Maryland and the District of Columbia markets we receive payments under
‘ ea.ch state 3 obstetnc delivery supplements program. Upon delivery of a newborn, each state is invoiced a
predeterrmped amount according to our contract. We recognize revenue in the period in which the birth occurs.
* .. Any amounts that have not been received from the state by the end of the period remain on the balance sheet
classified as premium receivables.

: (i) Experience Rebate Payable

- Experience rebate payable, included in accrued expenses, capital leases and other current liabilities, consists
. of estimates of amounts due under contracts with a state government. These amounts are computed based on a

percentage of the contract profits, as defined, of each contract with the state. The profitability computation
i cludes premlum revenue received from the state less actual medical and administrative costs incurred and paid
i :and less estlmated unpaid claims payable for the applicable membership. The unpaid claims payable estimates
% 1arel based ‘on historical payment patterns using actuarial techniques. A final settlement is made 334 days after the
'™ contract period_ends .using paid claims data. Any adjustment made to the experience rebate payable as a result of

fmal settlement 18 1ncluded in current operations.

{(k)‘ Clafms Payable . o

Accrued medical expenses for inpatient, outpatient surgery, emergency room, specialist, pharmacy and
ancillary medical claims include amounts billed and not pa1d and an estimate of cost incurred for unbilled
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services provided. These liabilities are principally based on historical payment patterns using actuarial
techniques. In addition, claims processing costs are accrued based on an estimate of the costs necessary to
process unpald claims. Claims payable are reviewed and adjusted periodically and, as adjustments are made,
differences are included in current operations. Claims payable also includes estimates of amounts due to or from
contracted providers under risk-sharing arrangements. The arrangements are based upon quality measures as well
as medical results. Estimates relating to risk-sharing arzangements are calculated as a percentage, typically 25%
to 50%, of the differences between actual results and specified targets of medical expense as well as a sharing of
profits in excess of the targeted medical and administrative expenses, typically 7% to 10% of total premiums
covered under the contract.

(1) Stop-loss Coverage

Stop-loss premiums, net of recoveries, are included in health benefits expense in the accompanying
Consolidated Income Statements.

(m) Impairment of Long-Lived Assets

We review long-lived assets and certain identifiable intangibles for impairment whenever events or changes
in circumstances indicate that the carrying amount of an asset may not be recoverable. Recoverability of assets to
be held and used is measured by a comparison of the carrying amount of an asset to future undiscounted net cash
flows expected to be generated by the asset. If such assets are considered to be impaired, the impairment to be
recognized is measured by the amount by which the carrying amount of the assets exceed the fair value of the
assets, determined.based upon discounted future cash flows or if available, other readily determinable evidence
of fair value. Assets to be disposed of are reported at the lower of the carrying amount or fair value less costs to
sell. No impairment of long-lived assets was recorded in 2002, 2001 or 2000.

v (n ) Ne? Income Per Share

Bas1c net mcome per share has been computed by dividing net income attributable to common stockholders
by the’ welghted average number of common shares outstanding. Diluted net income per share reflects the

Pt poterma} dﬂutlon that could occur assuming the inclusion of dilutive potential common shares and has been
D comPuted by d1v1d1ng net income attributable to common stockholders by the weighted average number of
i “common shpres ‘and dilutive potential common shares outstanding. Dilutive potential common shares include all
. oufstanding! stock options and warrants after applying the treasury stock method and convertible redeemable

prexfegre(?:l stock to the extent it is dilutive.
O Lt REE R D :

: =¢honijune 30,2000 ‘our Board of Directors and stockholders approved a one-for-two reverse stock split of our
. u1}0‘11 *stock “Adl agreements concerning stock options and warrants to purchase common stock provide for
1! adjustme hts in thé nurhber‘of options or warrants and the related exercise price in the event of the declaration of a
Verse! btock éphi All reférences to number of shares, except shares authorized, to common stock per share

info na\t&mL except par value per share and to stock options and warrants to purchase common stock in the

‘epr %ohdate& finantial statements have been restated to reflect the stock split on a retroactive basis.

ROV

li ] 1lmes and the disclosure of contingent assets and liabilities at the date of the consolidated financial statements
the reported amounts of revenues and expenses during the repomng penod to prepare these consohdated
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(p)} Reclassifications

Certain reclassifications have been made to prior year amounts to conform to the current year presentauon

(q) Risks and Uncertainties

Our profitability depends in large part on accurately predicting and effectively managing health benefits
expense. We continually review our premium and benefit structure to reflect its underlying claims experience and
revised actuarial data; however, several factors could adversely affect the health benefits expense. Certain of
these factors, which include changes in health care practices, inflation, new technologies, major epidemics,
natural disasters and malpractice: litigation, are beyond any health plan’s control and could adversely affect our
ability to accurately predict and effectively control health care costs. Costs in excess of those anticipated could
have a material adverse effect on our results of operations.

At December 31, 2002, we served members who received health care benefits through nine contracts with
the regulatory entities in the jurisdictions in which we operate. Four of these contracts individually accounted for
10% or more of our revenues for the year ended December 31, 2002, with the largest of these contracts
representing approximately 26% of our revenues.

(r) Recent Accounting Pronouncements

In December 2002, Statement of Financial Accounting Standards No. 148, Stock-Based Compensation
(SFAS No. 148), was issued which amends SFAS No. 123 and provides guidance on transition to voluntary
adoption of SFAS No. 123 and disclosure when using SFAS No. 123 or APB Opinion No. 25. We have adopted
SFAS No. 148. We continue to apply APB Opinion No. 25 in accounting for our stock plans.

In November 2002, FASB Interpretation No. 45, Guarantor’s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of Others, an interpretation of SFAS No. 5, 57 and
107 and_ Rescission of FASB Interpretations No. 34 (FIN No. 45 ), was issued. We have adopted the disclosure
requuements of FIN 45 as requlred for fiscal years ending after December 15, 2002 and will adopt the provisions
for initial recognmon and measurement for all guarantees issued or modified after December 31, 2002. The
adopt;ém of FIN No 45 is not expected to have a material impact on our financial condition or results of
operatlogs

R TR I

- In July 2002, the Financial Accounting Standards Board issued Statement of Financial Accounting
Standar Is No, 146, Accounting for Costs Associated with Exit or Disposal Activities (SFAS No. 146), which
: address¢s the; ﬁnanglal gccounting and reporting of costs associated with an exit activity (including restructuring)
gr with dlsposal of long-lived assets. SFAS No. 146 is effective prospectively after December 31, 2002. Our
‘qa.nagp;nent ;does not believe the implementation of this standard will have a material effect on our financial
agonditidn or fe;sultsi Qf operations.
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(3) Short and Long-Term Investments, Investments on Deposit for Licensure and Restricted Cash

The amortized cost, gross unrealized holding gains, gross unrealized holding losses and fair value for held-
to-maturity short-term inyestments are as follows at December 31,2002 and 2001: = .

Gross Gross
) unrealized unrealized
5 Amortized  holding holding Fair
: cost gains losses value
2002: _ .
Money market funds ........ ... i $ 8,000 $— $— $ 8,000
Asset-backed securities . ....... . oo 7,306 1 —_ 7,307
Debt securities of government sponsored entities ......... 12,275 6 — 12,281
Total ... e e $27,581 $ 7 $— $27,588
2001:
Debt securities of government sponsored entities ......... $45,845 $ 85 $ 44 $45.886
Municipalbonds ......... .. ... . i 9,385 5 — 9,390
Total ..o e $55,230 $ 90 $ 44 $55,276

The amortized cost, gross unrealized holding gains, gross unrealized holding losses and fair value for held-
to-maturity long-term investments are as follows at December 31, 2002 and 2001:

Gross Gross

unrealized unrealized
Amortized  holding holding Fair
cost gains losses value
2002: .
© Municipalbonds ... .. $13402 331 $— $13,433
... Debt securities of government sponsored entities ......... 55,956 312 — 56,268
. :: Auction rate securities . .. ........ oo 2,000 — — 2,000
ooty - Totall Lol L $71,358 $343 $— $71,701
T

" iMunicipalbonds ... $11,232 $— $ 57 $11,175
‘Debt securities of government sponsored entities ......... 51,475 83 36 51,522
o Tol $62,707 $8  $93  $62,697
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As a condition for licensure by various state governments to operate HMOs or MCOs, we are required to
‘maintain certain funds on deposit with or under the control of the various departments of insurance. Accordingly,
at December 31, 2002 and 2001, the amortized cost, gross unrealized holding gams gross unrealized holdlng

. losses and fair value for.these. held-to- maturity- securities-are-summarized-as follows:-« .. -z - vz oz oTETI R

Gross Gross
unrealized unrealized
Amortized  holding holding Fair
*, cost gains losses value
2002:
U.S. Treasury securities, maturing within one year ........ $ 1,203 $— $— $ 1,203
U.S. Treasury securities, maturities greater than one year . .. 5,543 — 54 5,489
Debt securities of government sponsored entities ......... 22,003 152 — 22,155
Cash esCrow aCCOUIL . . ..o vv ittt e i i et e 810 — —_ 810
Total ... e $29,559 $152 $ 54 $29,657
2001:
U.S. Treasury securities, mature within one year .......... $ 6,016 $ 2 $ 34 $ 5,984
Debt securities of government sponsored entities, mature
withinoneyear .............iiiiininnnnnenen.n. 11,793 23 — 11,816
Cash escrow acCoUnt . ... v vi ittt cie e e inenans 692 — — 692
Total ........ .o, e $18,501 $ 25 $ 34 $18,492

The state governments in which we operate require us to maintain investments on deposit in specific dollar
amounts based on either formulas or set amounts as determined by state regulations. We purchase interest-based
investments with a fair value equal to or greater than the required dollar amount. The interest that accrues on
these investments is not restricted and is available for withdrawal.

- (4) Property and Equipment, Net

“+Property and equipment, net at December 31, 2002 and 2001 is summarized as follows:

S 2002 2001
- Leasehold improvements . .. ...ttt e $ 7427 $ 3992
FUurniture and FIXTULES . . . . oo o vttt e e e e et e e e e e e 6,709 4,858

CBQUIPIIEIE ... 31,068 16,009

45,204 24,859

: I_cS§accqmulated depreciation and AMOTHZAON ... .. .e.ourtrne e, (16,927)  (9,845)

I $ 28,277 $15,014

. (5) Contracts Purchased

(a) - Humana
) _Effective August 1, 2001, we purchased certain assets of Humana Inc.’s (Humana) Houston, Texas
‘Medicaid line of business. The assets purchased consisted of Humana’s rights to provide managed care services

:‘to its ‘Medicaid members. We utilized the purchase method of accounting. We paid $1,048 in cash including

;transachon costs, tesulting in goodwill of the same amount. We operated as a Medicaid HMO in Houston, Texas
—pnor to this acqulsmon

(b) MethodistCare
" Effective January 1, 2002, we purchased certain assets of MethodistCare, Inc.’s (MethodistCare) Houston,

- Texas Medicaid line of business. The assets purchased consisted of MethodistCare’s rights to provide managed
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care services to its Medicaid members. We utilized the purchase method of accounting. We paid $1,232 in cash
including transaction costs, resulting in goodwill of the same amount.

‘(¢) Capital Community Health Plan

Effective July 1, 2002, we purchased the Mediéaip line of business of Capital Community Health Plan
(CCHP) in Washington, D.C. for $6,970, including acquisition costs. The assets purchased consisted primarily of
CCHP’s rights to provide managed care services to its Medicaid members. This acquisition was accounted for
under the purchase method of accounting. Goodwill and other intangibles totaling $6,970 includes $423 for
identifiable intangibles allocated to the membership purchased. Identifiable intangibles with definite useful lives
are being amortized based on the timing of related cash flows over eight years.

(6) Income Taxes

Income tax expense for the years ended December 31, 2002, 2001 and 2000 consists of the following:

Current  Deferred Total

Year ended December 31, 2002:
US.federal .......... .. $25,797 $ 855 $26,652
Stateand local . ... ... e 5,895 139 6,034

$31,692 $ 994 $32,686

Year ended December 31, 2001:

US.federal ......... ... 0. $22,685 $ (222) $22,463

po Stateandlocal ............ .. .. .. ..., 3,566 98 3,664

TerrE : $26,251 $ (124) $26,127
o Yg:ar ended December 31, 2000:

‘ ' U. S federal ........ e T $13,843 $1,012 $14,855

R S[_atc; andlocal ... ... e 2,640 192 2,832

$16,483 $1,204 $17,687

Income tax expense dlffered from the amounts computed by applying the U.S. federal income tax rate to

{ , mcome before income taxes as a result of the following:

Years ended December 31,
2002 2001 2000
Amount % Amount % Amount %

$27902 35.0% $21,772 35.0% $15,323 35.0%

3922 49 2382 38 1841 42
862 11 1973 32 523 1.2
41.0% $26,127 42.0% $17.687 40.4%

$32,686

[
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The tax effects of temporary differences that give rise to significant portions of the deferred tax assets and
deferred tax liabilities at December 31, 2002 and 2001 are presented below:

S e e T R e “ December 31,
2002 2001
Deferred tax assets: -
Estimated claims incurred but not reported, deductlble as paid for tax purposes ....... $2,238 $1,994
Vacation and bonus accruals, deductible as paid for tax purposes . . ................. 2,529 1,817
Contractual allowances, deductible as written off for tax purposes .................. 1,235 689
Other expenses, deductible in future periods for tax purposes . ..................... 359 340
. Goodwill, due to timing differences in book and tax amortization .................. 117 857
Sy Unearned revenue, included in income as received for tax purposes ................. 1,965 18
State credit carryforward, deductible in future periods for tax purposes .............. 785 —
Gross deferred tax assets before valuation allowance ........................ 9,728 5,715
Less: Valuation allowance ..............c.uiiinmtnin it iinanns (785) —
Net deferred tax @ssets .. ... .ooiun it i e 8,943 5,715
Deferred tax liabilities:
Property and equipment, due to timing differences in book and tax depreciation .. ... .. (3,659) (1,411)
Deductible prepaid expensesand other ........... ... .. oot (2,064) (90)
Gross deferred tax liabilities .. ......... ... i i e e (5,723) (1,501
Net deferred tax assets and liabilities . ... ... .ottt $3220 $4214

The valuation allowance for deferred tax assets increased by $785 in 2002 which increased income tax by
the same amount; The increase in this allowance was due to a state tax credit carryforward that is created from
the state’s alternative minimum tax calculation. This state tax credit carryforward is only available for use to the
extent that our regular tax liability exceeds the aiternative minimum tax for a given year. Future projections do
not show 'the regular tax liability exceeding the alternative minimum tax, therefore we have established a
.- . .valuation allowance for the amount of the state tax credit carryforward. Except for amounts for which a valuation
~allowa.nce‘x]ias b'een provided, we believe the other deferred tax assets will be realized.

w@comettaxes payable were $2,360 and $2,239 at December 31, 2002 and 2001 and were included in accrued
] expenses capltal leases and other current liabilities.

- Cash paJd for income taxes for the years ended December 31, 2002, 2001, and 2000, were $27,795, $20,841,
and $19 941 respectlvely

f' i' CL

St e

% (7)'5 Long-Term Debt

=i Durmg 2001 we entered into a Credit and Guaranty Agreement with three banks to obtain a $60,000
i revolvmg credit facility. In July 2002, we expanded the facility to include a fourth bank and to increase the
rev’]vmg credit facility to $75,000. The facility is secured by the assets of AMERIGROUP Corporation and by
i thec?mmon stock of its wholly-owned subsidiaries.
g

At December 31, 2002, $50,000 was outstanding under the facility. Amounts outstanding under the facility
t accrue interest at one of the following rates, at our option: LIBOR plus the applicable margin or an alternate bank
rate plus the applicable margin. The applicable margin for LIBOR borrowings is between 2.0% and 2.5%. The
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applicable margin for alternate bank rate borrowings is between 1.0% and 1.5%. The applicable margin will vary
depending on our leverage ratio. At December 31, 2002, the interest rate on the facility was 3.4% which
represents LIBOR plus 2.0%. We also pay a 0.50% commitment fee on the unused. portion of:the facility. The. .
principal balance on the fac:111ty is due December 14, 2004.

Pursuant to the Credit and Guaranty Agreement, \Vé; must meet certain financial covenants. At December 31,
2002, we were in compliance with such covenants. These financial covenants include meeting certain financial
ratios, a limit on annual capital expenditures, and a minimum net worth requirement.

During 1999, we entered into a Loan and Security Agreement with two banks to obtain debt financing of
$16,500, consisting of a term loan of $9,000 and a revolver commitment of $7,500. We repaid this long-term
debt financing in its entirety with proceeds from our initial public offering.

Cash paid for interest expense for the years ended December 31, 2002, 2001 and 2000, was $767, $822 and
$722, respectively.

(8) Redeemable Preferred Stock

Redeemable preferred stock is summarized as follows:

Series A Series B Series C Series E
Shares Amount Shares Amount Shares Amount Shares Amount

Balances at December 31, 1999.. 8,000,000 $ 14,194 7,025,000 $23,173 6,480,000 $23,209 2,000,000 $10,330
Accreted dividends ........... — 1,270 — 2,151 — 2,319 — 1,544
Balances at December 31,2000.. 8,000,000 15,464 7,025,000 25,324 6,480,000 25,528 2,000,000 11,874
Accreted dividends . ... ..... — 1,058 — 1,792 — 1,932 — 1,446
Conversron of Series A, B and C

preferred stock to common .

"SHATES « e e (8,000,000) (16,522) (7,025,000) (27,116) (6,480,000) (27,460) — —
Redemption of SeriesE . -

‘mandatorily redeemable

preferred Stock ..., .eene., — — —_ — — —_ (2,000,000) (13,320)
Balarices at December 31, 2001 . - 5 — - $ — — 5 — - $ —

ﬁ i
s Z
Senes A Band C

PR

¢ - :The Series A, B and C preferred stock was converted to common shares on a two-for-one basis, at the option

“of the preferred stockholder.. The Series A, B and C preferred stock carried a noncumulative 10% dividend
‘payable upon approval by the Board of Directors. We accreted dividends on Series A, B and C using the interest
‘method and added the accrued dividends to the applicable redeemable preferred stock issue balance.

s
IReE The Senes A B and C preferred stock was converted into. 10,752,493 shares of common stock concurrent
ur initial public offenng

" RNETIS S Lt

S

perwecxe
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Series E

During July 1998, we issued 1,000,000 units of its Series E Mandatorily Redeemable Preferred Stock and
e - Warrants. (Series E). at a price of $5.00 per unit-(the-first-tranche). During January-1999; we-issued an-additional — -~

1,000,000 units of the Series E at a price of $5.00 per unit (the second tranche). Each unit included a share of
Series E preferred stock and an unattached warrant to purchase 0.5625 shares of common stock at a price of
$0.02 per share. Of the gross proceeds of $5.00, $8.80 has been allocated to the warrants issued based on fair
value. The fair value of the warrants sold was deterriined by our Board of Directors and was consistent with the
exercise price of our stock options at the time of issuance. Concurrent with the offering, the warrants were
exercised for 1,123,823 shares of common stock. The remaining amount of $4.20 is attributable to Series E stock.
The redeemable preferred stock was recorded at its original fair value of $4.20 per share, plus accreted dividends.
In accordance with the terms of the Series E mandatorily redeemable preferred stock, dividends per share
accrued as follows:

First Second
Tranche Tranche
September 30, 1998 ... . e $205 $—
December 31, 1998 . . .. . — —
March 31, 1999 ..o — 2.05
June 30, 1999 . e — —
September 30, 1999 ... .. e — —
December 31, 1000 . ... —_ —
March 31, 2000 . ... .o e e — —
June 30,2000 . ... e e — —
CSeptember 30,2000 . ... — —
December 31, 2000 . ... .o e e 0.10 —
: March 31,2001 .. ..o 0.15 —
- June 30,2001 ..o 0.16  0.10
oo September 30, 2001 . e 0.16 0.5
“The total of these dividends was charged to retained earnings on the interest method.

The Series E stock, with cumulative dividends, was redeemed pursuant to the Offering for $13,320.

(9) Stock Option Plan

- 1'7‘5-Ih3Ju1yT' 2000, we ‘adopted the 2000 Equity Incentive Plan (2000 Plan), which provides for the granting of
; éithier! stock ‘options; restricted stock, phantom stock and stock bonuses to employees, directors and consultants.
.- We reserved for issuance a maximum of 2,064,000 shares of common stock under the 2000 Plan. In addition,
;shares remaining available for issuance under our 1994 Stock Plan (described below) will be available for
§Siitliice under the 2000 Plan, resulting in a total of 4,313,500 shares available for grant under the 2000 Plan.
:Undei both.plans, an option’s maximum term is ten years. Twenty percent of the options vest upon grant date or
at an employee’s hiring anniversary date, whichever is later, and five percent at the end of each three-month
‘period theréafter.

P . In 19§4, we established the 1994 Stock Plan (1994 Plan), which provides for the granting of either incentive
{""stock options or nonqualified options to purchase shares of our common stock by employees, directors and

" consultants’ of the Company for up to 2,099,500 shares of common stock as of December 31, 1999. On
' February 9, 2000, we increased the number of options available for grant to 2,249,500.
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A summary of stock plans at December 31, 2002, 2001, and 2000 and the changes during the years then

ed follows:
) 2002 0 L 2000 -
Weighted- Weighted- Weighted-
average average average
Shares exercise price Shares exercise price Shares exercise price

Qutstanding at beginning of year . 2,074,734 $ 792 1,776,029 $ 4.61 1,567,543 $ 153

Granted .................... 1,077,893 22.12 637,366 15.45 563,407 11.56
Exercised ................... 647,548 5.87 218,428 1.61 267,150 0.94
Forfeited .. .................. . 90,145 19.07 120,233 10.25 87,771 5.44
Qutstanding atend of year . . . . .. 2,414,934 $14.39 2,074,734 $ 7.92 1,776,029 $ 4.61

The following table summarizes information related to the stock options outstanding at December 31, 2002:

Weighted-
average
remaining Weighted- Weighted-
Range of Options contractual average Options average
ms_e_priﬁf outstanding life (years) exercise price  exercisable exercise price
000-8269 ............ i 386,700 3.3 $ 0.63 370,387 $ 0.59
270-8 537 . 167,761 6.1 $ 3.00 125,102 $ 3.00
8O7-%1074 ...................... 179,140 6.9 $ 8.60 118,119 $ 8.60
10,988 7.7 $11.90 4,075 $11.85
541,730 7.8 $15.00 245,991 $15.00
151,100 8.7 $17.00 33,100 $17.00
782,515 9.0 $21.25 250,555 $21.25
195,000 9.5 $25.75 20,000 $24.92
. 2,414,934 7.5 $14.39 1,167,329 - $10.05

“ On February 10, 2003 we granted an additional 635,185 options at an exercise price of $26.78.

We apply APB Opmlon No. 25 and related interpretations in accounting for our stock plans. Accordingly,

mpensation cost related to stock options issued to employees would be recorded on the date of grant only if the
ufrent market price of the underlying stock exceeded the exercise price. During 2000, we recorded deferred

arges of $1 833, representing the difference between the exercise price and the deemed fair value of our

=il

1 non stock for the options granted in 2000. The deferred compensation will be amortized to expense over the

< "J"THJ‘M T : . .
1 The au‘; value ‘of each option grant is estimated on the date of grant using an option pricing model with the

_pérlod the’ optlons vest, generally four to five years. We recognized $358, $360 and $698 in non-cash
com pensanon expense related to the amortization of deferred compensation during 2002, 2001 and 2000,

g—'assumptwns ne dividend yield for all years, risk-free interest rate of 3.6%, 4.3% and 5.1%, expected




AMERIGROUP CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

(10) Earnings Per Share

The followmg table sets forth the calculation of basic and diluted net income per share: -

Year ended December 31,

2002 2001 2000
Basic net income per share: -
Netincome .........coouiirninenennunnnnns $ 47036 $ 36080 $ 26,092
Less accretion of convertible redeemable preferred
stock dividends . ........... ..o — (6,228) (7,284)

Net income attributable to common stockholders .. $ 47,036 $ 29852 $ 18,808

Weighted average number of common shares
outstanding . ... ...... .. .., 20,177,728 3,694,844 796,409

Basic net income pershare . ................... $ 233 % 8.08 § 23.62

Diluted net income per share:
Net income attributable to common stockholders .. $ 47,036 § 29,852 § 18,808
Plus: Accretion of convertible preferred stock
dividends assuming conversion .............. —_ 4,782 5,740

Diluted net income attributable to common

fz}m{ va{ug of each class of financial instruments:

s.-l,

stockholders ........... .. ... v iiinin. .. $ 47,036 $ 34,634 $§ 24,548
Weighted average number of common shares
S outstanding . .......... i 20,177,728 3,694,844 796,409
f : oo Dilutive effect of stock options and warrants (as
A determined by applying the treasury stock
gEooth b method) and convertible preferred stock ....... 1,291,694 12954877 15,021,766 _
Fir ooz i N .- . -
; " : Weighted average number of common shares and
e T o v dilutive potential common shares outstanding . .. 21,469,422 16,649,721 15,818,175
4 i .. Diluted net income pershare .................. $ 219 % 208 $ 1.55
4 fli E1 4 :" it .
i i
bl
b ! ] ! "F‘,.ZThe fau; ‘'value of a financial instrument is the amount at which the instrument could be exchanged in a
3 é ’ 3 gyirr;r‘lt transactlon between willing parties. The following methods and assumptions were used to estimate the

Cash and cash equivalents, premium receivables, prepaid expenses and other current assets, accounts
yayabl iffqnearned revenue, accrued expenses and other current liabilities and claims pdyable: The carrying
T 3unts approxunate fa1r value because of the short maturity of these items.

: 3 ET I,

S_ -term investments, long-term investments and investments on deposit for licensure: The carrying
unts 'approx1mate their fair values, which were determined based upon quoted market prices (note 3).

S i . .

g *Ebhg-tem debt: The carrying amount of long-term debt approximates fair value as the interest rate of the
outstarfding debt was determined at year end.

i
{
i
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AMERIGROUP CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

(12) Commitments and Contingencies

(a) Mmzmum Reserve Requlrements

Regulatlons governing our managed care operatlons in New Jersey, Texas Illinois, Maryland and the
District of Columbia require the applicable subsidiary-to meet certain minimum net worth requirements. Each
subsidiary was in compliance with their requirements at Pecember 31, 2002,

(b) Malpractice

We maintain professional liability coverage for certain claims which is provided by an independent carrier
and is subject to annual coverage limits. Professional liability policies are on a claims-made basis and must be
renewed or replaced with equivalent insurance if claims incurred during its term, but asserted after its expiration,
are to be insured.

(c) Lease Agreements

We lease office space and certain office equipment under operating and capital leases which expire at
various dates through 2011. Future minimum payments by year and in the aggregate under all non-cancelable
leases are as follows at December 31, 2002:

Capital  Operating

Leases Leases
N 2003 oo $ 5,031 $ 8,299
2004 . 2,709 7,438
2005 L 1,776 6,109
L2006 L e e e e 313 5,368
L2007 L B e 253 3,813
worThereafter. . ... — 9,149
: Total mmunum lease payments .. .........ooueeiiiianiaa.i.. 10,082 $40,176
- Less ximount representing interest . ........... ittt (639)
* Present value of minimum lease payments .................... $ 9,443

e T

T

Def '_e;i Comi;ensation Savings Plan

i f.m loif,es h?ve the optlon to participate in a deferred compensation plan sponsored by the company.
full-time and most part-time. employees of AMERIGROUP Corporation and subsidiaries may elect to

g

ate jin’ th %;plan This plan is exempt from income taxes under Section 401(k) of the Internal Revenue

le: c1parts may contrlbute a certain percentage of their compensation subject to maximum federal and
lnmts We' ‘may elect to match a certain percentage of each employee’s contributions up to specified limits.
“the years ended December 31, 2002, 2001 and 2000, the matching contribution under the plan in total was

15 4, $389 and $135, respectively.
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AMERIGROUP CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

(13) Stockholders’ Equity

(a ) Increase in Authorized Common Shares and Preferred Shares and Authorization of Reverse Stock
Split - e
On May 10 2000 the Board of Dlrectors approved amendments to our Artlcles of Incorporatlon mcreasmg
the authorized number of shares of common stock to 100,000,000 and authorizing an additional 10,000,000
shares of preferred stock to be issued contingent upon the successful completion of the Offering. On June 30,
2000, the Board of Directors and our stockholders approved a one-for-two reverse stock split of our common
stock contingent upon the successful completion of the offering.

(b) Series D Convertible Preferred Stock
During 1999, we issued 3,710,775 shares of Series D convertible preferred stock as consideration for
purchasing the contracts and certain other assets of Prudential’s Medicaid line of business in the state of
Maryland and the District of Columbia. The Series D preferred stock was convertible to common shares on a
two-for-one basis, subject to adjustment for stock splits, at the option of the preferred stockholder. Concurrent
with our initial public offering, the Series D convertible preferred stock was converted into 1,855,387 shares of
common stock. The Series D convertible preferred stock did not carry a stated dividend.

(¢c) Employee Stock Purchase Plan

On February 15, 2001, the Board of Directors approved and we adopted an Employee Stock Purchase Plan.
All employees are eligible to participate except those employees who have been employed for us less than 90
days, whose customary employment is less than 20 hours per week or any employee who owns five percent or
more of our common stock. Eligible employees may join the plan every six months. Purchases of common stock
are priced at the lower of the stock price less 15% on the first day of the six month period or the stock price less
15% on the last day of the six month period. We have reserved for issuance 600,000 shares of common stock. In

L . 2002, we issued 52,474 shares under the Employee Stock Purchase Plan.
f E ' [ (14) Quarterly Financial Data (unaudited)
L _ . Three Months Ended

oL 2002 N March 31 © June30 September 30 December 31
P PremIUMTIEVENUS .o v vt et e e e e eaes $ 270,842 $ 276,821 §$ 297,025 $ 307,948
i|" | ‘Health benefits eXpenses ..................... 223,001 221,481 240,407 248,702
b+ -+ +‘Selling, general and administrative expenses ... .. 29,921 32,318 33,927 37,243
- Income before income taxes .................. 16,986 21,662 21,102 19,972
VNELINCOTMIE + v v e v ee e e e e e e 9,886 12,916 12,450 11,784
-+iNet income per common dlluted share .......... 0.47 0.60 0.58 0.54

~ 1 Weighted average number of common shares and
v ,,udl‘lutlve potential. shares outstanding .......... 21,244,538 21,493,134 21,478,501 21,661,514
‘ngh and low stock pricerange ................ $35.10/$21.00
. \ 7 _‘ i ‘ ; Three Months Ended

F200[ i x ;, . March 31 June 30 September 30 December 31
: » il um revenue ............................ $ 185685 $ 209,145 $ 236642 $ 249,038
He l]'ﬂh!beneﬁts expenses ..................... 150,692 163,703 192,485 202,154
% T, gcucldl arid administrative expenses . .... 24,098 28,112 27,442 30,170
In me“before income taxes .................. 12,001 = 17,594 16,543 16,069
N@g incém,p e 7,081 10,084 9,595 9,320
Net }ncome per common diluted share .......... 0.42 0.61 0.58 0.48

: We1ghted average number of common shares and

j ‘ dilutive potential shares outstanding .......... 15,897,118 15,889,397 15,985,161 18,794,357
N i High and low stock pricerange ................ . $21.80/$18.10
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AMERIGROUP CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

(15) Subsequent Event

Effective January 1, 2003, we completed our stock acquisition of PHP Holdings, Inc. and its subsidiary,

: .Physicians -Healthcare Plans,Ine. (together; PHP) pursuant to-the  terms of a-merger agreement “entered-into =~ =

August 22, 2002 for approximately $124,100, including acquisition costs. The cash purchase price of
approximately $123,000 was placed in escrow at December 31, 2002.

Established in 1992, PHP served approximately 193,000 Medicaid and SCHIP members at December 31,
2002 in twelve counties including three metropolitan areas; Orlando, Tampa and Ft. Lauderdale/Miami. PHP also
served Medicare and commercial members which were spun off from PHP prior to December 31, 2002 and not
acquired by us. '

This acquisition was accounted for under the purchase method of accounting. Of the approximate $124,100
acquisition cost, approximately $50,000 was financed through our existing credit facility with the balance funded
through unrestricted cash. Goodwill and other intangibles totaling $116,491 includes $8,990 of identifiable
intangibles allocated to the membership purchased and a non-compete agreement. Intangible assets related to the
membership lists are being amortized based on the timing of related cash flows with an expected amortization of
5 to 11 years. The estimated acquisition cost allocation between goodwill and identifiable intangible assets is
$107,501 and $8,990, respectively. We have not yet finalized our fair value analysis, therefore, the allocation of
the acquisition costs is subject to refinement.
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UNAUDITED PRO FORMA FINANCIAL INFORMATION OF AMERIGROUP CORPORATION,
INCLUDING PHP HOLDINGS, INC AND SUBSIDIARY

The following unaudited pro forma financial information is presented for illustrative purposes only to give
effect to the acquisition of PHP Holdings, Inc. and its subsidiary Physicians Healthcare Plans, Inc. (together
PHP) as if it had been completed on January 1, 2002 and is not necessarily indicative of the financial positionnor ..
operating results that would have actually-occurred had the acquisition been compléted on that date. Nor are they

necessarily indicative of future financial position or operating results.

PHP was acquired by AMERIGROUP Corpb'r,ation effective January 1, 2003 for approximately $124.1
million, including acquisition costs. The acquisition was accounted for under the purchase method of accounting.
Of the approximate $124.1 million acquisition cost, approximately $50 million was financed through our existing
credit facility with the balance funded through unrestricted cash. Goodwill and other intangibles totaling $116.5
million includes $9.0 million of identifiable intangibles allocated to the membership purchased and a non-
compete agreement. Intangible assets related to the membership lists are being amortized based on the timing of

related cash flows with an expected amortization of 5 to 11 years.

The allocation of the purchase price reflected in the unaudited pro forma consolidated financial information
is preliminary. The actual purchase price allocation to reflect the fair values of assets acquired and liabilities
assumed will be completed when we finish our valuation of such assets acquired and liabilities assumed. The
final purchase price and purchase price allocation may differ from the information included in this report.

ST For certain periods prior to December 31, 2002 PHP also owned CarePlus Holdings, Inc. and CarePlus
Health Plans (together CarePlus). On December 31, 2002, just prior to the acquisition, all assets and liabilities of
CarePlus were spun-off to the shareholders of PHP. Substantially all infrastructure of PHP, including the
Medicare and Commercial lines of business, were included with the spin-off of CarePlus. As required by
Statement of Financial Accounting Standards No. 144, Accounting for the Impairment or Disposal of Long-Lived
Assets (SFAS No. 144), all revenues and expenses that were not directly attributable to PHP’s Medicaid and
SCHIP lines of business were reclassified from continuing operations and recorded as part of the loss from

discontinued operations.

Certain adjustments were made to the following pro forma financial information to fairly present the
financial position and operations of PHP as if the company had operated on a stand alone basis. The unaudited
i pro forma financial information should be read in conjunction with the audited consolidated financial statements
and related footnotes of both AMERIGROUP Corporation and PHP Holdings, Inc. included in this Form 10-K.
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AMERIGROUP CORPORATION AND SUBSIDIARIES

PRO FORMA CONSOLIDATED BALANCE SHEET
DECEMBER 31, 2002
(Unaudited, in thousands)

Historical AMERIGROUP
PHP Corporation _
AMERIGROUP Holdings, Pro Forma Proforma
en . - . .. Assets . . « - :Corporation---"-~ ' Ing:™=""""Adjustments = °~ Combined "~
Current assets: _
Cash and cash equivalents ................. . $207,996 $ 2836 $ 8,418 (A) $219,250
Short-term investments ................... % 27,581 19,571 —_ 47,152
Premium receivables ............. ... ..., 35,585 —_— — 35,585
Due from CarePlus Holdings, Inc. ........... — 8,418 (8,418) (A) —
Deferred income taxes ............covunn.. 5,627 74 666 (B) 6,367
Prepaid expenses and other current assets . . . .. 7,646 115 — 7,761
Total current assets . .................. 284,435 31,014 666 316,115
Property and equipment, net .................... 28,277 741 (661) (B) 28,357
Software,met . .........cc it 11,966 45 (45) (B) 11,966
Goodwill and other intangible assets,net.......... 26,040 198 (164) (B)
(198) (C)
105,366 (C)
8,990 (O)
2,299 (D) 142,531
Long-term investments . ... .................... 71,358 — —_— 71,358
Investments on deposit for licensure ............. 29,559 300 — 29,859
Deferred income taxes and other long-term assets . . 2,716 2,049 204 (B) 4,969
Escrow deposit for pending acquisitions and related
COSES ottt it i i e e 124,133 — (124,133) (O) —
$578,484 $34,347 $ (7,676) $605,155
Liabilities and Stockholders’ Equity
Current liabilities:
. Claims payable ................... U $202,430 $20421 $ — $222,851
Uneamed TEVENUE . .. vi ettt iiiine et 25,518 — — 25,518
: Accounts payable ..............iiiiii.... 9,405 226 — 9,631
: § Accrued expenses, capital leases and other
i3 ity : cdrrei“it’liabilities ....................... 42,905 3,725 2,299 (D) 48,929
i 3 Total current liabilities ................ 280,258 24,372 2,299 306,929
it Long stermdebt .. ... 50,000 — — 50,000
; i § B J Deferred income taxes, capital leases and other- :
I J long-term labilities .. ..oovrei e 8,845 — — 8,845
“ . 339,103 24,372 2,299 365,774
205 — — - 205
177,141 24,627 24,627) (C) 177,141
62,452 {14,652) 14,652 (C) 62,452
417 — — 417)
............. 239,381 9,975 (9,975) 239,381
$578;484 $34347 § (7.676) $605,155
See accompanying notes to pro forma consolidated financial statements.
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AMERIGROUP CORPORATION AND SUBSIDIARIES

PRO FORMA CONSOLIDATED INCOME STATEMENT
(Unaudited in thousands, except for per share data)

Historical . AMERIGROUP
PHP Corporation
- AMERIGROUP Holdings, Pro Forma Proforma
- . o e . .. . . Corporation ... Inc. ... Adjustments-  _. . Combined .:
Revenues:
Premium ...........oiitivnnnnan .. $ 1,152,636 $260,280 § @ — $ 1,412,916
Investmentincome ......................" N 8,026 — (1,497) (E)
629 (E) 7,158
Totalrevenues ..........ciiiireunennennnn 1,160,662 260,280 (868) 1,420,074
Expenses: .
Healthbenefits ............. ... ... .. 933,591 188,945 17,439 (F) 1,139,975
Seiling, general and administrative ............ 133,409 16,372 14,757 (G) 164,538
Depreciation and amortization ... ............. 13,149 290 1,767 (H)
4,586 (H) 19,792
Interest . ...t e 791 — 1,700 (D) 2,491
Totalexpenses ............ciiiiuii.. 1,080,940 205,607 40,249 1,326,796
Income before income taxes ..................... 79,722 54,673 “41,117) 93,278
Income tax (expense) benefit................. (32,686) (21,683) 16,126 (I) (38,243)
Income from continuing operations .. .............. 47,036 32,990 (24,991) 55,035
Loss from discontinued operations ............ — (21,846) 21,846 (K) —
NEtINCOME .« . oottt et et et e 47,036 11,144 (3,145) 55,035
Accretion of redeemable preferred stock
Siodividends oLl —_ (1,216) 1,216 (K) —
Net il;come attributable to common stockholders . .. .. $ 47,036 $ 9928 $ (1,929) $ 55,035
. ; e —
> Net{, i:flqo(me per share: )
ﬁasxc netincome pershare .................. $ 2.33 $ 273
L ! &Weighted average number of common shares
~ooutstanding . ... 20,171,728 20,171,728
O S
i-Diluted net income per share ................. $ 2.19 $ - 256
kWelg‘ﬁted average number of common shares and
1 po_t?mial dilutive common shares outstanding . 21,469,422 21,469,422
S —_— —_—
B

See accompanying notes to pro forma consolidated financial statements.
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AMERIGROUP CORPORATION AND SUBSIDIARIES

NOTES TO PRO FORMA FINANCIAL INFORMATION
(Unaudited)

(A) Represents the adjustment to record as cash the settlement of a receivable from the seller.

- (B) Represents the adjustment to assets to reflect their fair market values as follows: .
a. Decrease property and equipment of $661,000. '
b. Decrease software of $45,000. v
¢. Record an increase to short and long-term deferred tax assets of $870,000.
d. Decrease goodwill by $164,000.

(C) Represents the adjustment to record the acquisition of PHP Holdings, Inc. and a subsidiary as follows:
a. Eliminate PHP’s intangible assets of $198,000.
Eliminate PHP’s retained deficit and additional paid-in-capital.
Record goodwill of $105,366,000.
Record the value of other intangible assets of $8,990,000, based upon an independent valuation.
Eliminate the escrow deposit for pending acquisitions and related costs

oo o

(D) Represents the adjustment to record the acceleration of lease payments from the abandonment of office
space assumed through the transaction.
a. Record acceleration of lease payments of $2,299,000.
b. Record goodwill of $2,299,000.

(E) Represents the adjustment to investment income as follows:

a. Decrease investment income by $1,497,000 for cash used for the acquisition of $74,100,000 with
an average investment yield of 2.02%.

b. Increase investment income by $629,000 attributable to PHP’s cash and investments on hand of
$31,125,000 with an average investment yield of 2.02%. Investment income earned in 2002 by
PHP is included in discontinued operations.

Represents an increase in medical expense to include medical administrative expenses consistent with
AMERIGROUP Corporation’s classification, estimated costs to-reflect the expected variability in claims
patterns and an estimate for loss adjustment expense which was included in the discontinued operations of
PHP. '

Represents the adjustment to increase administrative expenses to a level consistent with the expected
éxpenses for a stand alone Medicaid managed care plan. Certain of PHP’s historical administrative expenses
were allocated to their Medicare, commercial and Medicaid lines of business. All Administrative expense
not directly associated with the Medicaid and SCHIP lines of business are included in discontinued
;- + operations of PHP

H) Represents the adjustment to record depreciation and amortization as follows:

a. Increase depreciation expense by $1,767,000 due to the estimated capital expenditures of
$5. 3 million necessary for adequate information technology systems for call center operations,
ﬁnancw.l reporting and electronic interchanges.

b. j Record amortization expense of $4,586,000 related to identifiable intangible assets

e e &

presents the adjustment to increase interest expense to include expense associated with drawing
) ) 000,000 from the AMERIGROUP Corporation senior credit facility.

ex 4
1 :presents the income tax impact of pro forma adjustments at statutory rates.” =~

: _gif% ;;#_;;;.‘,;_,
14} X

1
;llepresents the adjustment to eliminate the discontinued operations and preferred dividends associated with
the Medlcare and commercial lines of business spun off from PHP prior to acquisition.

5
i
|
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Independent Auditors’ Report

The Board of Directors
PHP Holdings, Inc. and Subsidiary:

We have audited the consolidated balance sheet of PHP Holdings, Inc. and subsidiary (the Company) as of

. December 31, 2002, and the related consolidated statements of operations, stockholder’s-equity ands=cash flows-= == =
for the year then ended. These consolidated financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these consolidated financial statements based on our
audit. %

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
financial position of PHP Holdings, Inc. and subsidiary as of December 31, 2002, and the results of their
operations and their cash flows for the year then ended, in conformity with accounting principles generally
accepted in the United States of America.

As discussed in note 1 to the consolidated financial statements, the Company adopted the provisions of Statement
of Financial Accounting Standards No. 141, Business Combinations and Statement of Financial Accounting
Standards No. 142, Goodwill and Other Intangible Assets as required for amortization of goodwill and intangible
assets.

March 2, 2003
i Norfolk, Virginia

** /s/ KPMGLLP -
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PHP HOLDINGS, INC., AND SUBSIDIARY
CONSOLIDATED BALANCE SHEET -

December 31, 2002
ASSETS
Current assets: - :

- .. Cashequivalents ..T.....:w.cisw.seriveiv e tosomoaTTL oo oo 8 2835672 7 T
’ Investment securities—trading ... .......uitrn it e 19,570,625
Due from CarePlus Holdings, Inc. ............0n oo 8,417,338
Prepaid expenses and other current assets ........ [P PR 115,353
Deferredtax assets . ..........vieiinnenn.nn. e 73,650
Total CUITEIE ASSEES . .\ vttt e e et e et e e e e e e e e e 31,012,638
Property and eqUipment, NEL . .. .. ...ttt e 786,221
Investment on deposit for licensure .. ... ... ... . e . 300,000
Intangible asset—membership list . .. ... ... i e 198,269
Deferred tax a8S8ES . . v\ttt e e e e e 1,979,741
Other IO g-term @SS & o . it ittt it et e e e e e e 70,292
Otal ASSEES . . . oottt e e e $ 34,347,161

LIABILITIES AND STOCKHOLDER'’S EQUITY
Current liabilities:

Claims payable . . . ... .. e 20,421,257
Bank overdrafts . ... ... .. $ 3,204,767
Accounts PAYAbLE . . ... e e 226,482
ACCIUEA EXPOISES « . o . o v vttt o et et e e e e e e e 519,583
Total current Habilities . . .. ..ot e 24,372,089
Stockholder’s equity:
Common stock, $.01 par value. Authorized 15,000,000 shares, issued and outstanding one
Y 11 (- —
Additional paid-in capital ... ... ... e T 24,627,466
CAccumulated deficit .. ..o e (14,652,394)
Total stockholder’s equity ........ ..ottt e e 9,975,072
Total liabilities and stockholder’sequity ......... ..., $ 34,347,161

See accompanying notes to consolidated financial statements
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PHP HOLDINGS, INC.,, AND SUBSIDIARY

CONSOLIDATED STATEMENT OF OPERATIONS. ... _
Year ended December 31, 2002

Premium IEVenues . ... ...ttt i e e
Expenses: - - o
Health-benefits™ . /.. ... .. e VL RSTTTOT O  T TTT TETT
Selling, general and administrative .. ...ttt e
Impairment loss on intangible asset ....... e
Depreciation and amortization ............ T
Total OPerating EXPeNSES . . . v vttt ittt et et e e e

Income from continuing operations before income taxes . ................ ... ...,

INCOME taX EXPEIMSE « . o o v ittt it i ettt et ettt e e e e e e
Income from continuing OPETationS . ... ...ttt ee vt e,

Loss from discontinued operations, net of tax benefit of $11,235,797 ............. ... .. ....
NEINCOME .. o i i it e i e et e
Accretion of redeemable preferred stock dividends ......... .. ... o ool
Net income attributable to common stockholder .................. ... ... .. ...

See accompanying notes to consolidated financial statements
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$260,280,202

15,940,957
430,902
290,385

205,607,063

54,673,139

21,682,791

32,990,348

(21,846,379)

11,143,969

(1,216,093)
39927876




Balances at
December 31, 2001 ..
Purchase of treasury
shares .............
Stock options exercised .
Tax benefit from
exercise of stock
options ............
Accreted dividends on
redeemable preferred
stock .............
Netincome ..........
Dividend to common
stockholders . .......
Cancellation of preferred
shares .............
Cancellation of treasury
shares .............
Conversion of common

Balancés at
D‘uecembe_ri31, 2002 ..

PHP HOLDINGS, INC. AND SUBSIDIARY

CONSOLIDATED STATEMENT OF STOCKHOLDER’S EQUITY
Year ended December 31, 2002

Common stock. .. . .- .. oo

Retained Total

Additional earnings stockholder’s
Shares Amount paid-in capital  Treasury stock (deficit) equity

997,1215 $§ 9,971 $ 2,024,035

$(30,093,741) $ 22,688,835 $(5,370,900)

(13) — — (19,282) — (19,282)
953,066 9,531 4,833,799 — — 4,843,330
— — 27,398,137 — — 27,398,137
— — — — (1,216,093)  (1,216,093)
_ _ — — 11,143,969 11,143,969
— — — —  (47,269,105) (47,269,105)
— — 20465016 — — 20,465,016
— —  (30,113,023) 30,113,023 — —
(1,950,173.5)  (19,502) 19,502 — — —
1 $ — $24627466 $ —  $(14,652,394) $ 9,975,072

See accompanying notes to consolidated financial statements.
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PHP HOLDINGS, INC., AND SUBSIDIARY

CONSOLIDATED STATEMENT OF CASH FLOWS
Year Ended December 31, 2002

Cash flows from operating activities: - -
- Netincome ..7....... e e i T TS D TIITOL T S 81114396977 T
Adjustments to reconcﬂe net income to net cash provided by operating activities:

Depreciation and amortization .......: e 2,497,518
Impairment loss on intangible asset . .. ' ................................... 430,902
Deferred tax benefit . .. ...t e (948,078)
Changes in assets and liabilities increasing (decreasing) cash flows from operations:
Trading SECUTTtIBS . . ..t v v ittt e ettt e e e et e e (30,822,882)
Accounts receivable ... ... ... e (3,909,227)
Prepaid expenses and other current assets ...........iiiiriine e 158,492
Claimspayable ........... .ot e 27,689,188
Uneamned Premuilms ... ...ttt ettt te ettt ie et iaa e 21,340,935
Accounts payable and accrued eXpenses . ... ... e 2,524,115)
Income taxes payable . ...... .. ... e e 8,866,935

Net cash provided by operating activities ... ... ........ouuttntentenee e, 33,923,637

Cash flows from investing activities:

Purchases of property and equipment .. .......... ... it e (5,208,450)
Acquisition of F1.G. Capital, Inc. .. . ... ... o i (5,300,000)
Net cash used in investing activities . ... ... ... vttt e it it ieiiannas (10,508,450)
Cash flows from financing activities:
Cash portion of common stock dividend . ........ ... ... . {46,393,462)
Proceeds from exercise of Stock options .. ........ ... i e 4,843,330
Purchase of-treasury Stock .. ... ... i (19,282)
Increaseinbank overdrafts ................ it e 3,204,767

Net cash used in financing-activities . ....................... .. e (38,364,647)

Net decrease in cash and cash equivalents ......... ... .. ... ... .. . . . i i, (14,949,460)

Cashandcashequivalents beginningof year .......... ... .. . .. i 17,785,132

Cash equlvalents end Of YEAr . ...t e e $ 2,835,672

Supplemental disclosure of cash flow information—

Cash paid during the year forincome taxes ...............ccoivriiiiriiieneneennn.. $ 2,528,341
-Noncash financing activities—

Net assets included in spinoff of CarePlus Holdings, Inc. and CarePlus Health Plans ....... $ 875,643

See accompanying notes to consolidated financial statements.
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(1) Summary of Significant Accounting Policies

(a) Descrlptwn of Busmess and Basz; of Presentation

At December 31 2002 PHP Holdings, Inc. (PHP or the Company) owned all of the outstandmg
common stock of Physicians Healthcare Plans, Inc. (PHPI), a health maintenance organization. PHPI
was organized in February 1992, and qualifies as a licensed health maintenance organization under
Chapter 641, Part I, Florida Statutes. PHPI has provided health care services in the State of Florida to
Medicaid, Medicare, Florida Healthy Kids and Commercial members.

For the year ended December 31, 2002, revenue was generated from the following sources:

MediCare ... e e 54%
Medicaid .........coititiii e e 36%
FloridaHealthy Kids .......... .. .. o e 8%
Commercial ... ... e 2%

For certain periods prior to December 31, 2002 the Company also owned CarePlus Holdings, Inc. and
CarePlus Health Plans (collectively CarePlus). On December 31, 2002, all assets and liabilities of
CarePlus were spun-off to the shareholders of the Company. Substantially all infrastructure of the
Company, along with the Medicare and Commercial lines of business, were included in the spin-off
transaction. Additionally, all revenues and expenses that were not directly attributable to the
Company’s continuing business lines (i.e., that were included in the spin-off transaction) were
. reclassified from continuing operations and recorded within loss from discontinued operations (note
: w : 13) in the accompanying consolidated statement of operations. Therefore, the resulting revenues and
- expenses of the Medicaid business of PHP included in the accompanying consolidated statement of
operations of PHP do not include all of the revenues and expenses that would normally be included in
he ﬁnanc1a1 statements of a standalone Medicaid business.

R Immedlately after the spin-off of CarePlus, on December 31, 2002, the Company merged with
«2v.... AMERIGROUP Florida, Inc., a Florida corporation (AMERIGROUP). In conjunction with this
:3i74:. merger, all preferred, common and treasury stock shares were either cancelled or converted into one

share of common stock owned by AMERIGROUP in exchange for approximately $123,000,000 paid

to the various stockholders.

®) Principles of Consolidation

Pl

The accompanying consolidated financial statements include the accounts of PHP Holdings, Inc. and
T ‘PHPI. All 51gn1ﬁcant inter-company balances and transactions have been eliminated in consolidation.
L T TR
KIS
i "” {c)~' Cash Equlvalents
Cash equ1va_1ents consist of short-term investments in United States Agency Securities and brokerage
money market accounts, with original maturities of less than 90 days.
S
,I_r;vestment Securities — Trading and Investment on Deposit for Licensure

A !’u

Igvestment securities ~ trading and an investment on deposit for licensure consist of U.S. government
" “obligaions, municipal bonds, and corporate debt securities. The Company classifies all of its
iti: investments as trading securities. Trading securities are bought and held principally for the purpose of
v selling them in the near term. Trading securities are recorded at fair value. Unrealized holding gains
and losses on trading securities are included in earnings. Interest income is recognized when earned.
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(e} Property and Equipment

Property and equipment, net, including leasehold improvements, are recorded at cost, Tess. accumulated
depreciation and amortization. Depreciation on equipment is calculated on the straight-line method
over the estimated useful lives of the assets, which range from 5 to 10 years. Leasehold improvements
are amortized on a straight-line basis over the shorter of the lease terms or estimated lives of the assets,

which range from 2 to 5 years.

) Goodwill

Prior to the adoption ‘of Statement of Financial Accounting Standards No. 142, Goodwill and Other
Intangible Assets (SFAS No. 142) (note 1(p)), goodwill, which represents the excess of purchase price
over fair value of net assets acquired, was amortized on a straight-line basis over the expected periods
to be benefited, seven years, and assessed for recoverability by determining whether the amortization
of the goodwill balance over its remaining life could be recovered through undiscounted future
operating cash flows of the acquired operation. The amount of goodwill impairment, if any, was
measured based on projected discounted future operating cash flows using a discount rate reflecting the
Company’s average cost of funds.

(g) Other Current and Long-Term Assets

Other current assets include interest receivable on trading securities and prepaid expenses. Other long-
term assets include deposits with providers of medical services and with lessors.

(k) Claims Payable
Claims payable represent unpaid claims and an estimate of claims incurred but not reported (IBNR).
PHPI and its consulting actuary estimate the amount of IBNR using standard actuarial methodologies,
including historical experience and current utilization estimates. The estimates of unpaid claims can be
lesser or greater than the amounts ultimately paid. These changes are recorded in health benefits
“expense on the Consolidated Statement of Operations in the period they are determined.

i) Premium Revenues

_ Premium revenue is either prepaid or paid concurrently on a monthly basis at prescribed rates for
approved participants. Premiums are recognized as revenue for the month in which PHPI is obligated
to provide services to its members. Premium payments received prior to the coverage month are
recorded as unearned premiums. Membership contracts are on a monthly basis subject to cancellation
.by the individual member or the employer group or the HMO upon applicable written notice.

RN

. .‘*2""

. G iHeal:h Benefits

PHPI has established a network of contracted physicians, hospitals, and other health care providers to

provide comprehensive services for its members.

A

"The cost of medical care services provided and contracted for is accrued in the period in which it is
provided to a member based in part on estimates, including an accrual for medical services provided
ibut not reported to PHPI.
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Primary care physicians are compensated on a monthly capitation basis, or by fee for service,

contracted -at préscribed rates. Certain primary care physicians aré eligible to receive additional

compensation from an incentive plan, Wh1ch rewards the physicians for quality, efficient patient care
and governmental compliance.

»
Contracted hospitals are compensated at per diem rates or at prescribed discounted rates for inpatient,
outpatient and emergency services. For patients covered under the Medicaid line of business, hospitals
are compensated to a maximum of 45 days of inpatient care per Medicaid contract year.

Other health care providei's are compensated at discounted rates which are usually based on
government prescribed rates.

Income Taxes

Income taxes are accounted for under the asset and liability method. Deferred tax assets and liabilities
are recognized for the future tax consequences attributable to differences between the financial
statement carrying amounts of existing assets and liabilities and their respective tax bases and operating
Joss and tax credit carryforwards. Deferred tax assets and liabilities are measured using enacted tax
rates expected to apply to taxable income in the years in which those temporary differences are
expected to be recovered or settled. The effect on deferred tax assets and liabilities of a change in tax
rates is recognized in income in the period that includes the enactment date.

Benefit Plan

- The Company sponsors a defined contribution 401(k) plan covering substantially all employees. The

Company makes contributions to the plan equal to 25% of the first 6% of employee contributions, for a

© maximum contribution of 1.5%. All contributions are made in accordance with Internal Revenue

Service regulations regarding- maximum contributions. Employer contributions (net of applied

. forfeitures) totaled approximately $170,000 for the year ended December 31, 2002.

1) ' Stack Option Plan

L The Cbmpany accounts for its fixed stock option plan under the recognition -and measurement
: principles of Accounting Principles Board (APB) Opinion No. 25, Accounting for Stock Issued to

Employees, and related interpretations. No stock-based compensation cost is reflected in net income, as

. .. .all options had an exercise price equal to the market value of the underlying common stock on the date

”The followmg table illustrates the effect on net income if the Company had applied the fair value
e rccogmtlon provisions of Statement of Financial Accounting Standards No. 123, Accounting for Stock
gt Based Compensation (SFAS No. 123) to stock-based employee compensation for the year ended
a1 December 31, 2002:

;tNet income, asreported .. ... ... $11,143,969
f : =D§duct Total stock-based employee compensation expense
t’ " determined under fair value based method, net of related tax
ceffect Lo (548,552)
Proformanetmcome 810595417




The fair value of each grant was estimated on the date of grant for purposes of the pro forma
disclosures using the minimum value method with a risk-free interest rate assumption of 7.0% and an
expected life of all grants of 4.6 years.

(n) Impairment of Long-Lived Assets

Long-lived assets, such as property and equ1pment and purchased intangibles subject to amortization,
are reviewed for impairment whenever events or changes in circumstances indicate that the carrying
amount of an asset may not be recoverable. Recoverability of assets to be held and used is measured by
a comparison of the carrying amount of ap asset to estimate undiscounted future cash flows expected to
be generated by the asset. If the carrying amount of an asset exceeds its estimated future cash flows, an
impairment charge is recognized by the amount by which the carrying amount of the asset exceeds the
fair value of the asset. Assets to be disposed of are reported at the lower of the carrying amount or fair
value less costs to sell, and depreciation ceases.

Goodwill and intangible assets not subject to amortization are tested annuaily for impairment. An
impairment loss is recognized to the extent that the carrying amount exceeds the asset’s fair value (note

1(p)).

(0) Use of Estimates

Management of the Company has made a number of estimates and assumptions relating to the

reporting of assets and liabilities and the disclosure of contingent assets and liabilities to prepare these

_ financial statements in conformity with accounting principles generally accepted in the United States of
America. Actual results could differ from those estimates.

(p) Recently Adopted Accounting Standards

- In-June 2001, the Financial Accounting Standards Board issued Statement of Financial Accounting
. Standards No. 141, Business Combinations (SFAS No. 141) and SFAS No. 142. SFAS No. 141
-+ requires that the purchase method of accounting be used for all business combinations. SFAS No. 141
specifies-criteria that intangible assets acquired in a business combination must meet to be recognized
and reported separately from goodwill. SFAS No. 142 requires that goodwill and intangible assets with
-~ indefinite useful lives no longer be amortized, but instead tested for impairment at least annually in
e accordance with the provisions of SFAS No. 142. SFAS No. 142 also requires that intangible assets
_ } with estimable useful lives be amortized over their respective estimated useful lives to their estimated
'i!" residual values, and reviewed for impairment in accordance with Statement of Financial Accounting

‘ ‘” Standards No. 144, Accounting for the Impairment or Disposal of Long-Lived Assers (SFAS No. 144).
The Company adopted the provisions of SFAS No. 141 as of July 1, 2001, and SFAS No. 142 as of
- January 1, 2002. Goodwill and intangible assets determined to have an indefinite useful life acquired in
a purchase business combination completed after June 30, 2001, are not amortized. Goodwill and
‘ ?rjiﬂdéﬁnitﬁ: useful life intangible assets acquired in business combinations completed before July 1, 2001
i continued to be amortized through December 31, 2001. Amortization of such assets ceased on January
% ‘1‘,§;2302 upon adoption of SFAS No. 142.
v

Se v
“

afi adoption of SFAS No. 142, the Company was required to evaluate its existing intangible assets
id! goodwill that were acquired in purchase business combinations, and to make any necessary
5:giec11351ﬁcat10ns in order to conform with the new classification criteria in SFAS No. 141 for
¥ recogmtlon separate from goodwill. The Company was also required to reassess the useful lives and
! ' ----- -residual values of all intangible assets acquired, and make any necessary amortization period
ad]ustments by the end of the first interim period after adoption. For intangible assets identified as
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having indefinite useful lives, the Company was required to test those intangible assets for impairment
- in accordance with the. provisions of SFAS No.. 142 within the first-interim period. Impairment was
measured as the excess of carrying value over the fair value of an intangible asset with an indefinite
life. The results of this analysis required the Company, on January 1, 2002, to reclassify the amount
previously recorded as goodwill to an intangible"asset category with an estimable useful life (note 3).

In December 2002, Statement of Financial Accounting Standards No. 148, Stock-Based Compensation,
(SFAS No. 148) was issued which amends SFAS No. 123, and provides guidance on transition to
voluntary adoption of SFAS No. 123 and disclosure when using SFAS No. 123 or APB Opinion No.
25. The Company adopted SFAS No. 148 and continues to apply APB Opinion No. 25 in accounting
for its stock option plan.

(2) Property and Equipment

Property and equipment, net at December 31, 2002, consist of the following:

Furniture and equipment ........ ... ... .. i $1,704,693
Leasehold improvements . .. ...........coiiiiiin e, 41,521
1,746,214

Less accumulated depreciation and amortization ................. 959,993
$ 786,221

Goodwill and Intangible Asset

On March 1, 1998, the Company entered into an agreement with the Florida Department of Insurance to
purchase the Medicaid membership and health care provider certificate of 6,790 Medicaid members from a
Florida HMO. The Company paid a per member per month fee for each enrollee for a period of 12 months
for the purchased members that remain in the Company’s plan. The Company recorded goodwill of
approximately-$2,000,000 for amounts paid to acquire these members, and through December 31, 2001, had
" recorded approximately $1,100,000 of amortization expense based on its estimated seven-year useful life.

Ui As d1scussed in note 1(q), upon adoption of SFAS No. 141, management reviewed this transaction and
- determmed that the purchase of these members should be classified as a membership list intangible asset
. i, category recognized apart from goodwill as of January 1, 2002. Accordingly, the net goodwill balance of
JEH approximately. $900,000 was reclassified to an intangible asset category and during 2002 was amortized

-over. 1ts prev;ously established useful life. Amortization expense related to the membership list intangible
“asset category was approximately $300,000.

) Ji ‘.':
i

. In. connectmn‘ with the Company’s pending merger with AMERIGROUP Florida, Inc., management

i etermmed itiwas required to perform a review of intangible assets for potential impairment. As a result of
i mnagement’s: impairment analysis, it was determined that only 662 of the originally purchased members
¢ TEl amed in he. Company s plan. The membership list intangible asset category was therefore determined to
be 1mpa1red m%d accordingly, management recorded an impairment loss of approximately $400,000, which
! rbduced  the!! corded value of the membership list intangible asset category to a net balance of
:proxunately '$200,000.
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Stop-Loss Insurance .

PHPI purchased hospital inpatient stop-loss insurance for the Medicare line of business to limit its losses

from individual claims. Depending on the nature and type of service rendered, the insurance company will
reimburse PHPI in the range of 60% to 90% of the cost of each member’s annual medical services in excess
of $150,000 for hospital inpatient, up to a lifetime limitation of $2,000,000 per member.

The Company also purchased hospital inpatient reinsurance for its Medicaid, Florida Healthy Kids and
commercial lines of business with deductibles ranging from $100,000 to $150,000. The reimbursement
percentages range from 60% to 90%.

Fair Value of Financial Instruments

The fair value of a financial instrument is the amount at which the instrument could be exchanged in a
current transaction between willing parties. The following methods and assumptions were used to estimate
the fair value of each class of financial instruments:

Cash and cash equivalents, accounts receivable, Due From CarePlus Holdings, Inc., prepaid expenses and
other current assets, accounts payable, accrued expenses and claims payable: The carrying amounts
approximate fair value because of the short maturity of these items.

Investment securities — trading and investment on deposit for licensure: The carrying amounts approximate
their fair values, which were determined based upon quoted market prices.

Income Taxes

Total income tax expense (benefit) for the year ended December 31, 2002 was allocated as follows:

Inppmc from continuing OPerations ... ..........ovueuuurenneenn e $ 21,682,791
B Dis;continued OPETALIONS -« o vt oe ettt et e it e . (11,235,797)
SR : $ 10,446,994

Income tax expense (benefit) attributable to income from continuing operations for the year ended

' Dece‘mber 31, 2002 consists of:

S Current

- ; T Federal ... $20,115,905
L SAIE e e 2,514,964

. TOtal CUITENE . ...\ttt 22,630,869

..., Deferred:

B crFederal L. e (812,902)
SEb HRT At L (135,176)
g (135,176
*I P Totaldeferred ................. ... ... .. .. (948,078)
- Total income tax eXpense . .........c..oooruneenn.nn $21,682,791
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Total income tax expense attributable to income from continuing operations differs from the amount -
computed by applying the U.S. federal income tax rate of 35% to income from continuing operations before
income taxes principally as a result of the following:

Tax expense at statutory rate . ......... ‘.A";v ......................... $19,135,599
Increase (decrease) in income taxes resulting from:
State taxes, net of federalbenefit .......... ... .. .. ... ... ... 2,514,964

Other nondeductible expenses . ..............ciiiiinnn.... 32,228

Total iINCOME taX BXPEISE . ..ottt iiir it eie i e $21,682,791

The tax effects of temporary differences that give rise to significant portions of the deferred tax assets and
liabilities at December 31, 2002 are as follows:

Deferred tax assets:

State net operating loss carryforward ...................... $1,453,817
Amortization of intangible asset . ....... ... . ... i 470,027
Accrued expenses, principally due to accrual for financial
TEPOTHNG PUTPOSES & o o v ettt it e ettt e e eieenann 134,733
Unrealized loss on trading securities .. ... .............c..... 48,096
Total deferred tax aSsEts ..o vt e i in e e e 2,106,673
. Deferred tax liability— ’
Property and equipment due to accelerated depreciation . ...... (53,282)

Netdeferred tax asS€ts . ...\ v ot et ettt i $2,053,391

The Company has a state net operating loss carryforward of approximately $2, 000 000 Wthh expires in
.y 2017 :
F I
: '*i In assessmg the reahzablhty of deferred tax assets, management considers whether it is more likely than not
that some portion or all of the deferred tax assets will not be realized. The ultimate realization of deferred
tax assets is dependent upon the generation of future taxable income during the periods in which those
-+ femporary differences become deductible. Management considers the scheduled reversal of deferred tax
‘.habxlmes projected future taxable income, and tax planning strategies in making this assessment.
‘Management believes that its future operations will generate sufficient taxable income to allow the

.| Company to realize the deferred tax assets. Therefore, no valuation allowance has been recorded at
: December 31, 2002.

.Jf

i

2000 Stock Option Plan

: Umig 2000 ‘the Company approved the 2000 Stock Option Plan (the 2000 Plan), which provides for the
' flssuance of options for 2,000,000 shares that have ten-year terms. Options were granted at various times
“during 2008 and 2001; however, no additional options were granted during 2002.

"The Company accounts for its 2000 Plan under the recognition and measurement principles of APB Opinion
No. 25 and related interpretations. No stock-based compensation cost is reflected in net income, as all
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options had an exercise price equal to the market value of the underlying common stock on.the date of the
grant. . , o - .

Stock option activity related to the 2000 Plan.during the year is as follows:

»

Weighted
average
Number exercise
of options price
Outstanding at December 31,2001 ..................... 953,187  $5.07
Forfeited in 2002 .. ... .. it i e (121) 5.07
Exercisedin 2002 .. ... ... ..t (953,066)  5.08
Outstanding at December 31,2002 ..................... — $ —

(8) Common Stock and Common Stock Dividend

In accordance with the Company’s merger, on December 31, 2002 all issued and outstanding shares of
common stock were converted into one common share of the Company with a $.01 par value. Accordingly,
the previous par value of common stock of $19,502 was transferred to additional paid-in capital.

: ; As discussed in note 1, on December 31, 2002, the spin-off of CarePlus was executed with the distribution
of net assets of CarePlus of $875,643. On December 31, 2002, the Company also declared and paid a cash
dividend of $46,393,462, for a total distribution of $47,269,105.

(9) Redeemable Preferred Stock and Accretion of Preferred Stock

~ Series B Non-convertible Cumulative Preferred Stock (Series B Stock) consisted of 116,278.5 outstanding

* - ‘shares'of $1 par value stock at December 31, 2001. The Series B Stock carried a 10% cumulative dividend

and was subject to mandatory redemption on December 31, 2003 at a redemption price of $100 per share

. plus accrued dividends. Preferred stock dividends were accreted on a straight-line basis, which did not

U matenally differ from the interest method of accretion. Preferred stock accreted dividends are added to the
A 'preferred stock issue balance.

In ac¢ ordance with the Company’s merger, all prefened stock was cancelled on December 31, 2002 and the
r entu‘e preferred stock balance of $20,465,016 was transferred to additional paid-in capital.

1 v
Ly : i

f i = |
(10) Treasury Stock

: For thé year ended December 31, 2002, the Company repurchased 13 shares of common stock for $19,282,
Whlch was added to the balance of stock held in treasury.

i ¢ ) B
[ waocordance with the Company’s merger, all treasury stock was cancelled on December 31, 2002 and the

st m;ure; easury stock balance of $30,113,023 was transferred to additional paid-in capital.
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(11) Related Party Transactions

After the spin-off of CarePlus, $9,148,519 .of the Companyis -investments- remained -in- a CarePlus = -

investment account. This balance was transferred back to the Company in January 2003 and has accordingly
been recorded as a receivable due from CarePlus- at December 31, 2002. Offsetting the receivable from
CarePlus is an amount owed to CarePlus of $731,81 as a result of a settlement provision in the merger
agreement. ‘

The Company utilizes certain administrative and healthcare services provided by related parties. During the
year ended December 31, 2002, the Company paid approximately $6,500,000 for services rendered.

(12) Acquisition

On January 1, 2002, the Company acquired all of the non-real estate assets of F.I.G Capital, Inc., a Florida
Corporation for $5,300,000. The assets purchased consisted of medical center operations and a trade name,
“CAC Medical Centers”, The operations of the medical centers have been included in the consolidated
financial statements since that date.

The following table summarizes the assigned fair value of the assets acquired and liabilities assumed at the
date of acquisition.

Trade name ... ... ...ttt e $4,800,000
Fixed assets ... ...ttt 500,000
Netassets acquired ... ... e ettt $5,300,000

' The amount 6f cash paid in excess of the fair value of tangible assets acquired was assigned to a trade name
¥ that 'is subject to amortization over its estimated 10-year life. All net assets from this acquisition were
" inclhided in the spin-off transaction on December 31, 2002; therefore, the results of its operations are
¢ classified as discontinued operations.

51 B

SFAS No. 144 broadened the scope of businesses to be disposed of that qualify for reporting as discontinued
operations and changed the timing of recognizing losses on such operations. The classification of revenue

i1; and expense items associated with the spin-off of CarePlus have been accounted for as discontinued
: operations (see note 1(a)). Included in discontinued operations are all revenues and expenses that were not

) emluni ;evenues .............................................. $ 312,100,220
! Interest IMCOME .+ . v o v et et e e S 1,415,069
Expenses

T Healthbenefits .o (303,214,379)
Selhng, general and administrative ........... .. o oo (41,175,933)
R Beprecxatlon and amortization . . ........ . ot e (2,207,133)
;,Incornent_ax benefit ... 11,235,797
. Loss from discontinued operations ..................c....... $ (21,846,379)
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(14) Commitments and Contingencies

(a)

(b)

Professional Liability - R R - S <

The Company is subject to various legal proceedings and claims which arise in the normal course of
business. The Company has purchased ‘pff‘ofessional liability coverage in the amount of $10,000,000 to
insure against such risks. In the opinion of management, the amount of ultimate liability with respect to
such actions, if any, will not materially affect the financial position or results of operations of the
Company.

Statutory Requirements

In accordance with Florida Statutes, PHPI is required to maintain in the form of cash and cash
equivalents an amount equal to the minimum surplus requirement of the Department of Insurance of
the State of Florida (the Department), which is calculated as the greater of $1.5 million, or 10% of total
liabilities, or 2% of total annualized premiums. In addition, PHPI is required to maintain a minimum
insolvency deposit of $300,000. At December 31, 2002, the Company was in compliance with the cash,
surplus and insolvency deposit requirements.

Medicaid members are serviced via a contract awarded by the State of Florida Agency for Health Care
Administration (AHCA). Under the terms of the AHCA contract, PHPI is required to provide
comprehensive healthcare services on a prepaid basis to eligible Medicaid enrollees. PHPI must
comply with certain minimum standards regarding the number of physicians and hospitals available to
provide services and is subject to certain marketing and other rules to be followed in the enrollment

.. brocess. In 1999, PHPI was also required to maintain net worth at an amount equal to one and one-half

times PHPI's monthly-prepaid revenue under this contract. Included in the calculation is a deposit of
5% of monthly payments made by AHCA, up to a maximum of 2% of the annual contract amount, with
a financial institution in the State of Florida for insolvency protection. During 2000, PHPI received an
exemption on an ongoing basis from AHCA on the net worth and deposit requirements, provided the
Company maintains insolvency insurance coverage. The current contract with- AHCA expires on June
30, 2003, at which time management of PHPI anticipates renewal.

c).: Leases

' ’The .Company has entered into various noncancelable operating leases for facilities and equipment.
L Total rent expense for these leases (included in continuing operations) was approximately $1,100,000
i 2002,

i {Future minimum lease payments under these noncancelable-operating leases with initial lease terms in
excess of one year are as follows: .

= -Year ending December 31

{ 2003 . $1,089,125
b 2004 L 1,047,577
' ' 2005 e 262,761

$2,399,463

88




INDEPENDENT AUDITORS’ REPORT

The Board of Directors
AMERIGROUP Corporation

Under date of February 10, 2003, we reported on the consolidated balance sheets of AMERIGROUP
Corporation and subsidiaries as of December 31, 2002 and 200], and the related consplidated .income statements.
and statements of stockholders’ equity and cash flows for each of the years in the three-year period ended
December 31, 2002, which are included herein. In connection with our audits of the aforementioned consolidated
financial statements, we also audited the related fingncial statement schedule, Schedule TI—Schedule of
Valuation and Qualifying Accounts, which is also included herein. This financial statement schedule is the
responsibility of the Company’s management. Our responsibility is to express an opinion on the financial
statement schedule based on our audits.

In our opinion, the financial statement schedule, Schedule II—Schedule of Valuation and Qualifying
Accounts, when considered in relation to the basic consolidated financial statements taken as a whole, presents
fairly, in all material respects, the information set forth therein.

/st KPMG LLP

February 10, 2003
Norfolk, Virginia
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SCHEDULE OF VALUATION AND QUALIFYING ACCOUNTS

Valuation Allowance on Deferred Tax Assets

Year Ended December 31,2002
Year Ended December 31, 2001
Year Ended December 31, 2000

Additions-
Amounts  Deductions-
Balance Charged Amounts  Balance
Beginning to Creditedto  End of
of Year Expense Expense Year
$— SIS T TS $785”




Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None.

PART III
Item 10. Directors and Executive Officers of the Company

The information regardmg comphance with Section 16(a) of the Securities and Exchange Act of 1934 18
incorporated herein by reference from the section entitled “Section 16(a) Beneficial Ownership Reporting
Compliance” of our definitive Proxy Statement (the “Prpxy Statement™) to be filed pursuant to Regulation 14A
of the Securities Exchange Act of 1934, as amended, for our Annual Meeting of Stockholders to be held on
Tuesday, May 13, 2003. The Proxy Statement will be filed within 120 days after the end of our fiscal year ended
December 31, 2002.

The information regarding Executive Officers is contained in Part I of this Report under the caption
“Executive Officers of the Company.”

The information regarding directors is incorporated herein by reference from the section entitled
“PROPOSAL #1: ELECTION OF DIRECTORS” in the Proxy Statement.

Item 11. Executive Compensation

Information regarding executive compensation is incorporated herein by reference from the section entitled
“Executive Officer Compensation” in the Proxy Statement.

Item 12.  Security Ownership of Certain Beneficial Owners and Management

Information regarding security ownership of certain beneficial owners and management and securities

authorized for issuance under equity compensation plans is incorporated herein by reference from the sections

: _entitled “Security Ownership of Certain Beneficial Owners and Management” and “Equity Compensation Plan
i1i - : Information” in the Proxy Statement.

: - Item 13. Certain Relationships and Related Transactions

‘{41t Informatioh-regarding certain relationships and related transactions is incorporated herein by reference from
i the section entitled “Certain Relationships and Related Transactions” in the Proxy Statement.

s by
: Item 14.  Controls and Procedures

: v(a) Evaluation of Disclosure Controls and Procedures.

" Our Chief Executive Officer and Chief Financial Officer have evaluated the effectiveness of our disclosure
ontrols and procedures (as such term is defined in Rules 13a-14(c) and 15d-14(c) under the Securities Exchange
| ’f 1934 as amended) as of a date within 90 days of the filing date of this annual report (the “Evaluation
?; Based on'such evaluation, our Chief Executive Officer and Chief Financial Officer have concluded that,
('the Evaluation Date, our disclosure controls and procedures are effective in alerting them on a timely basis
D atenal informatjon relating to AMERIGROUP (including its consolidated subsidiaries) required to be
"r-'hn our reports ﬁled of subrmtted under the Securities Exchange Act of 1934, as amended.

)

Since :the Evaluation Date, there have not been any significant changes in our internal controls or in other
i factors that could significantly affect such controls.
[0

"'Chaﬁgés in‘ Internal Controls.

9N




Item 15. Exhibits, Financial Statement Schedules and Reports on Form 8-K

(a)(1) Financial Statements.

The following financial statements are filed: Independent Auditors’ Report, Consolidated Balance Sheets,
Consolidated Income Statements, Consolidated Statements of Stockholders’ Equity, Consolidated Statements
of Cash Flows, and Notes to Consolidated Financial Statements. Also filed are the financial statements for PHP

Holdlngs Inc and Sub51d1ary 1nclud1ng the Independent Auditors’ Report, Consohdated Balance Sheet -

Consolidated Statements of Cash Flows, and Notes to Consolidated Financial Statements as well as the
Unaudited Pro Forma Financial Information inc_‘-!uding the Proforma Consolidated Income Statement, Proforma
. Consolidated Balance Sheet and Proforma Findncial Information, in connection with our Current Report on
Form 8-K, dated January 9, 2003, announcing the completion of our acquisition of PHP Holdings, Inc. and its
wholly-owned subsidiary Physicians Healthcare Plans, Inc., as required under Item 7 of Form 8-K.

(a)(2) Financial Statement Schedules.

All applicable financial statement schedules have been omitted because the required information is
included in the Consolidated Financial Statements included in Item 14(a)(1).

(b) Reports on Form 8-K.

We filed a report on Form 8-K on November 25, 2002, announcing the approval of our acquisition of
PHP Holdings, Inc. by the Florida Department of Insurance.

We filed a report on Form 8-K on December 11, 2002, announcing the filing of our application for
listing on the New York Stock Exchange.

We filed a report on Form 8-K on January 9, 2003, announcing that we had completed our acquisition
of PHP Holding, Inc. and its wholly—owned subsidiary Physicians Healthcare Plans, Inc., effective
January 1, 2003, which added approximately 193,000 members in Florida. Item 5: We also announced that
our shares of common stock began trading on the New York Stock Exchange on January 3, 2003 under the
symbol “AGP”,

(c) Exhibits. -

.+ ‘The following exhibits, which are furnished with this annual report or incorporated herein by reference,
“are filed as part of this annual report.

_ Exhibit
- Number
3.1*
L30x
a3
D34
3:5%:
36*"

Description -

Form of Amended and Restated Certificate of Incorporation of the Company.
Form of By-Laws of the Company.

_Form of share certificate for common stock.

AMERIGROUP Corporation Second Restated Investor Rights Agreement, dated July 28, 1998.
Silicon Valley Registration Rights Agreement, entered into as of May 15, 1998.

Stock Restriction and Registration Rights Agreement, between AMERIGROUP Corporation and
Prudential Health Care Plan, Inc.

L Formof warrant issued in connection with the sale of Series E Redeemable Preferred Stock.

Comrnon Stock Purchase Warrant Issued to Silicon Valley Bank, dated May 15, 1998.

_ .+ 1999 Contract for Services between the Texas Department of Health (“TDH”) and HMO (Hams
Service Area), dated August 9, 1999.

* - 1999 Contract For Services between the TDH and HMO (Tarrant Service Area), dated August 9,

1999.
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Exhibit

Number M
10.3* 1999 Contract For Services between the TDH and HMO (Hams County Service Area
STAR+PLUS Contract)
10.4* 2000 Contract For Services between TDH and HMO (Dallas Service Area) (replaces prior
exhibit 10.4).
10.5* Children’s Health Insurance Program Agreement for the Provision of Health Care Services .. . _

T B * betwéén the Texas Department of Health and Human Services Commission and AMERICAID -
Texas, Inc., d/b/a Amerikids, dated January 19, 2000, as amended (replaces prior exhibit 10.5).

10.6* Contract between State of New Jersey, Department of Human Services, Division of Medical
Assistance and Health Services and Americaid New Jersey, Inc., Contractor (replaces prior
exhibit 10.6).

10.7* State of Hlinois, Department of Public Aid Contract for Furnishing Health Services by a Health
Maintenance Organization, dated April 1, 2000.

10.8* Managed Care Organization HealthChoice Provider Agreement, dated as of January 1, 2000.

10.9* District of Columbia Medicaid Managed Care Program, Department of Health, Prepaid, Capital
Risk Contract.

10.10* 1994 Stock Plan.

10.11* Form of 2000 Equity Incentive Plan.

10.12* Form of Employee Stock Purchase Plan.

10.13* Form of 2000 Cash Incentive Plan.

10.14* Second Amended and Restated Employment Agreement of Jeffrey L. McWaters, dated
October 2, 2000 (replaces prior exhibit 10.14).

. 10.15* Employment Agreement of Lorenzo Childress,. Jr., M.D.
10.16* Form of Officer and Director Indemnification Agreement.
10.17* CCPN and HMO Medicaid Agreement By and Between Americaid Texas Inc., d/b/a

Americaid Community Care, and Cook Children’s Physician Network, A Texas 5.01 Non-
profit Corporation, dated as of October 9, 1997, as amended.
©10.18% Third Medical Assistance Medical Services Agreement between Prudential Health Care Plan,
Inc. and Johns Hopkins Medical Services Corporation, dated August 2, 1996, assigned to the -
Company pursuant to the Amendment and Assignment of Third Medical Ass1stance Medical
Service Agreement, as of April 30, 1999.
10.19% " Loan and Security Agreement, between AMERIGROUP Corporation, as borrower and the
Financial Institutions Party Thereto From Time to Time, as Lender and Fleet Capital
L N Corporation, as Agent, dated November 9, 1999.
b P 10.20* Amendment, dated September 1, 2001, to the 1999 Contract for Services between TDH and
- HMO (Harris County Service Area, STAR+PLUS Contract).
FU10.21%* Credit and Guaranty Agreement, between AMERIGROUP Corporation, as borrower and Bank
; of America N.A., administrative agent, UBS Warburg LLC and CIBC World Markets Corp., as
lenders, dated December 14, 2001.
District of Columbia Healthy Families Program, Department of Health, Prepaid, Capltal Risk
Contract dated April 9, 2002, together with amendments.
Lender Joinder Agreement, by and among AMERIGROUP Corporation, Wachovia Bank,
=" “National Association, and the Securities named therein, dated as of June 28, 2002.
Amendment, dated September 1, 2002 to the 1999 Contract for Services between the Health
- #and Human Services (HHS) and HMO (Tarrant Service Area) o
Amendment, dated September 1, 2002 to the 1999 Contract for Services between the HHS and
HMO (Harris Service Area)
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Exhibit .

Numbeyr Description

10.26++ Amendment, dated September 1, 2002 to the 2000 Contract for Services between the HHS and
HMO (Dallas Service Area).

10.27++ Amendment, dated September 1, 2002 to the 1999 Contract for Services between the HHS and
HMO (Harris County Service Area STAR+PLUS Contract). )

10.28++ . Amendment, dated September 1, 2002 to the 2002 Contract for Services between the HHS and

S HMO (Childrens Health Insdrance Program Agreementy. -~~~

10.29+++ Merger Agreement by and among PHP Holdings, Inc., AMERIGROUP Florida, Inc.,
AMERIGROUP Corporation ahtkthe Shareholders (as defined therein), dated August 21, 2002,
together with the first amendment dated December 30, 2002.

21.1 List of Subsidiaries.
231 Consent of KPMG LLP with respect to the financial statements of the registrant.
99.1 Certification of Chief Executive Officer and Chief Financial Officer, dated March 14, 2003.

*  Previously filed as an exhibit to Registration Statement No. 333-3740 on Form S-1, which was declared
effective by the Securities and Exchange Commission on November 5, 2001, and incorporated herein by
reference.

**  Previously filed as an exhibit to the Annual Report on Form 10-K on March 12, 2002.

**% Previously filed as an exhibit to the Quarterly Report on Form 10-Q filed on May 13, 2002.

+  Previously filed as an exhibit to the Quarterly Report on Form 10-Q filed August 2, 2002.

++ Previously filed as an exhibit to the Quarterly Report on Form 10-Q filed November 1, 2002.

+++ Previously filed as an exhibit on the Form 8-K filed January 9, 2003.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Act of 1934, the Registrant has duly
caused this report to be signed on its behalf by the undersigned, thereunto duly authorized, in the City of Virginia
Beach, Commonwealth of Virginia, on March 14, 2003.

T AMERIGROUP CORPORATION

‘ By: /s/_ScOTT M. TABAKIN

Name: Scott M. Tabakin
Title: Senior Vice President and
Chief Financial Officer

Pursuant to the requirements of the Securities Act of 1934, this report has been signed below by the
following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signatures IiLle_ P_at_e
/s/ JEFFREY L. MCWATERS Chairman, Chief Executive Officer March 14, 2003
Jeffrey L. McWaters and President
/s/  ScorTt M. TABAKIN Chief Financial Officer March 14, 2003

Scott M. Tabakin

v . fs/ KATHLEEN K. TOTH Chief Accounting Officer March 14, 2003
e Kathleen K. Toth

¢ = fs/  CARLOS A. FERRER Director March 14, 2003

Carlos A. Ferrer

S sl C.SAGEGVENs Director _ March 14, 2003
. .-C.Sage Givens
©/s/  WILLIAM J. MCBRIDE Director March 14, 2003
William J. McBride

CHARLES W. NEWHALL III Director March 14, 2003
‘_ Charles W, Newhall 111 .

11
43
:
i
3]

UWE E. REINHARDT, PH.D. Director March 14, 2003
»=---- {we E.Reinhardt, Ph.D.
: Js/ RICHARD D. SHIRK Director March 14, 2003
i El i ! "Richard D. Shirk
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CEO CERTIFICATION

I, Jeffrey L. McWaters, certify that:
1. Thave reviewed this annual report on Form 10-K of AMERIGROUP Corporation;

2. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit

statements were made, not misleading with respect to the period covered by this annual report;

3. Based on my knowledge, the financial statéments, and other financial information included in this annual
report, fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this annual report;

4. The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and have:

a) Designed such disclosure controis and procedures to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this annual report is being prepared;

b) Evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within
90 days prior to the filing date of this annual report (the “Evaluation Date™), and

¢) Presented in this annual report our conclusion about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date;

5. The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation, to the
registrant’s auditors and the audit committee of registrant’s board of directors (or persons performing the
equivalent functions):

a) All significant deficiencies in the design or operation of internal controls which could adversely
affect the registrant’s ability to record, process, summarize and report financial data and have identified for
the registrant’s auditors any material weakness in internal controls; and

b) Any fraud, whether or not material, that involves management or other employees who have a
ii. . significant role on the registrant’s internal controls; and

i . E s

6. The registrant’s other certifying officers and I have indicated in this annual report whether there were
* significant changes in internal controls or in other factors that could significantly affect internal controls

subsequent to the date of our most recent evaluation, including any corrective actions with regard to significant
- ¢ deficiencies and material weakness.

Date: March 14, 2003
/s/ JEFFREY L. MCWATERS

Jeffrey L. McWaters
Chief Executive Officer

to state a material fact necessary to make the statements made, in light of the circumstances under which such____ _



CFO CERTIFICATION

I, Scott M. Tabakin, certify that:
1. Thave reviewed this annual report on Form 10-K of AMERIGROUP Corporation;

2. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit

to state a material fact necessary-to. make the statements made,-in light of-the-circumstances under which such”

statements were made, not misleading with respect to the period covered by this annual report;

3. Based on my knowledge, the financial statements, ahd other financial information included in this annual
report, fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this annual report;

4. The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and have:

a) Designed such disclosure controls and procedures to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this annual report is being prepared;

b) Evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within
90 days prior to the filing date of this annual report (the “Evaluation Date”), and

c) Presented in this annual report our conclusion about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date;

5. The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation, to the
registrant’s auditors and the audit committee of registrant’s board of directors (or persons performing the
equivalent functions):

a) All significant deficiencies in the design or operation of internal controls which could adversely
affect the registrant’s ability to record, process, summarize and report financial data and have identified for
the registrant’s auditors any material weakness in internal controls; and

b) Any fraud, whether or not material, that involves management or other employees who have a
significant role on the registrant’s internal controls; and

6.: The registrant’s other certifying officers and I have indicated in this annual report whether there were
significant changes in internal controls. or in other factors that could significantly affect internal controls
ibsequent to the date of our most recent evaluation, including any corrective actions with regard to significant
ciencies and material weakness.

p= ]

. March 14, 2003
e

/s/ ScoTT M. TABAKIN

Scott M. Tabakin
Chief Financial Officer
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AMERIGROUP

CORPORATION

April 10, 2003

Dear Stockholder:

»

You are cordially invited to attend AMERIGROUP Corporation’s second annual meeting of stockholders,
which will be held on May 13, 2003 at 10:00 a.m., local time, at the Sheraton Oceanfront Hotel, located at 36t
and Boardwalk, Virginia Beach, Virginia 23451 in the Cape Hatteras Room. After the formal business session,
there will be a report on the state of the Company and a brief question and answer session.

The attached notice and proxy statement describe the items of business to be transacted at the annual
meeting. Your vote is important, regardless of the number of shares you own. I urge you to vote now, even if you
plan to attend the annual meeting. Please follow the instructions on the enclosed proxy card.

Remember, you can always vote in person at the annual meeting even if you have voted by proxy if you are
a stockholder of record or have a legal proxy from a stockholder of record. Thank you for your interest in our
Company,

Sincerely,

AMERIGROUP Corporation

(s

Jeffrey L. McWaters
Chairman and Chief Executive Officer

p <« AMERIKIDS +« AMERIFAM ¢+ A MET RTITPTLUS
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AMERIGROUP

CORPORATION

4425 Corporation Lane
Virginia Beach, VA 2346?

PROXY STATEMENT AND
NOTICE OF ANNUAL MEETING OF STOCKHOLDERS
TO BE HELD ON TUESDAY, MAY 13, 2003

The annual meeting of stockholders of AMERIGROUP Corporation will be held in the Cape Hatteras Room
at the Sheraton Oceanfront Hotel, located at 36* and Boardwalk, Virginia Beach, Virginia 23451 on Tuesday,
May 13, 2003 at 10 a.m., local time. Doors to the meeting will open at 9:30 a.m. The annual meeting will be held

for the following purposes:

1. To elect two directors to the Board of Directors for three-year terms ending in 2006;
2. To approve the 2003 Equity Incentive Plan;

3. To approve the 2003 Cash Incentive Plan;

4. To ratify the appointment by the Board of Directors of KPMG LLP as our independent auditors
for the year ending December 31, 2003; and

5. To transact such other business that may properly be brought before the meeting or any
adjournment or postponement thereof.

Notice of the annual meeting has been sent to all holders of record of AMERIGROUP’s common stock at
the close of business on March 21, 2003. All holders of record as of March 21, 2003 will be entitled to attend and

vote at the meeting.

A copy of our 2002 Annual Report is being mailed together with this proxy material. Any stockholder who
desires additional copies may obtain one without charge by sending a request to the Company, c/o Investor
Relations, AMERIGROUP Corporation, 4425 Corporation Lane, Virginia Beach, VA 23462.

s

By Order of the Board of Directors,

@D%ﬂ&%\

STANLEY F. BALDWIN
Senior Vice President,
General Counsel and Secretary

[Nl S
1 T

1 April 10, 2003
s
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AMERIGROUP CORPORATION
ANNUAL MEETING OF STOCKHOLDERS
MAY 13,2003

PROXY STATEMENT

GENERAL INFORMATION

‘This proxy statement” has beensent to you to solicit your vote at the annual meeting of stockholders of = -

AMERIGROUP Corporation to be held in the Cape Hatteras Room of the Sheraton Oceanfront Hotel, located at
36% and Boardwalk, Virginia Beach, Virginia 23451 on Tuesday, May 13, 2003 at 10 a.m., local time, or any
adjournment or postponement thereof, for the purposes: set forth in the accompanying notice. Our Board of
Directors is soliciting the accompanying form of proxy and urges you to sign the proxy, fill in the date, and
return it immediately. The prompt cooperation of stockholders is necessary in order to ensure a quorum and to
avoid expense and delay. References in this proxy statement to “the Company,” “we,” “us” and “our” refer to
AMERIGROUP Corporation.

Notice of the annual meeting has been sent to all stockholders of record of our common stock who held such
shares of stock at the close of business on March 21, 2003. You may vote your shares if you were a stockholder
of record of our common stock on that date. Each share is entitled to one vote at the meeting. At the close of
business on March 21, 2003, there were 20,636,936 outstanding shares of our common stock, par value $0.01 per
share. The presence, in person or by properly executed proxy, of the holders of a majority of the shares
outstanding is necessary to constitute a quorum at the annual meeting. Directors are elected by a plurality of the
votes cast, and the two nominees who receive the greatest number of votes cast for election of directors at the
annual meeting will be elected. The approval by shareholders of the 2003 Equity Incentive Plan and the 2003
Cash Incentive Plan and the ratification by shareholders of the appointment of the Company’s auditors, each
require the affirmative vote of the holders of a majority of all shares present and entitled to vote.

Abstentions and broker non-votes will be counted for purposes of determining the presence of a quorum. In
the election of directors, broker non-votes will be disregarded and have no effect on the outcome of the vote.
With respect to the approval of the 2003 Equity Incentive Plan and the 2003 Cash Incentive Plan and the
ratification of the appointment of auditors, abstentions from voting will have the same effect as voting against
such matter and broker non-votes will be disregarded and have no effect on the outcome of the vote.

This proxy statement and the accompanying proxy materials are being mailed to stockholders on or about
- April 10, 2003.

- All holders of record of our common stock as of the close of business on March 21, 2003 will be entitled to
- attend and vote at the meeting. You may vote your shares either by proxy or in person, as follows:

* By Proxy: You can vote by completing, signing and dating the enclosed proxy card and returning it by mail

in the postage paid envelope provided. The instructions for voting are contained on the enclosed proxy card.
“The individuals named on the card are your proxies. They will vote your shares as you indicate. If you sign
your card without indicating how you wish to vote, all of your shares will be voted:

* FORall of the nominees for Director;
i FOR approval of the 2003 Equity Incentive Plan;
]1; F@R approval of the 2003 Cash Incentive Plan;

QRrauﬁcauon of the appointment of KPMG LLP as our independent auditors to serve for the 2003
figeal year; and

i
1 .

é- A' the discretion of your proxies, on any other matters that may be properly brought before the annual
méeting. )

‘' |In Person: You may attend the annual meeting and vote in person.

1




You may revoke your proxy before it is voted at the meeting by either filing a written notice of revocation
dated after the proxy date with American Stock Transfer & Trust Company in its capacity as our transfer agent or
by sending to American Stock Transfer & Trust Company a later-dated proxy for the same shares of common
stock. You may also revoke your proxy by attending the annual meeting and voting in person at the annual
meeting. The mailing address for American Stock Transfer & Trust Company is 5559 Maiden Lane, New York,
NY 10038. -

If your shares are registered differently and are in more than_one account, you will receive more than one
proxy card. To ensure that all your shares are voted, please sign and return all proxy cards. We encourage you to
have all accounts registered in the same name and address whenever possible. You can accomplish this by
contacting our transfer agent, American Stock Transfer & Trust Company, at 212-936-5100 or 800-937-5449.

All expenses of soliciting proxies, including clerical work, printing and postage, will be paid by the
Company. Such solicitation will be made by mail and may also be made by directors, officers and employees of
the Company personally or by telephone, facsimile or other electronic means, without additional compensation.
The Company will also reimburse brokers and other persons holding shares in their names or in the names of
nominees for their reasonable expenses for sending material to principals and obtaining their proxies. The
Company has retained Morrow & Co., Inc. to aid in the solicitation of proxies. It is estimated that the fee for
Morrow & Co., Inc. will be approximately $5,000 plus reasonable out-of-pocket costs and expenses. Such fees
will be paid by the Company.




SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

The following table sets forth the beneficial ownership of our common stock as of February 28, 2003(1), by
(1) each named executive officer listed in the Summary Compensation Table, (ii) each of our directors, (iii) all
directors and executive officers as a group and (iv) stockholders holding 5% or more of our outstanding common
stock based on information previously provided to the Company by the beneficial owner.

Number
Name . of Shares  Percent
* Jeffrey Lo MEWAtErS(2)(3) -« ..o ev ettt 583,958  2.8%
Carlos A Ferrer(4) . ..., e e e e 118,194 *
William J. McBride(2)(5) .. ........... ..o e 73,875 *
Uwe E. Reinhardt, Ph.D.(6) .. ... .o i 40,000 *
Richard D. Shitk(2)(7) . ... .o 22,000 *
Wasatch Advisors, Inc.(8) . ... . i 2,883,113  14.0%
Wellington Management Company, LLP(9) ......... ... ... ... . il 1,704,450 8.3%
RS Investments(10) . ... i e 1,411,000 6.8%
Theodore M. Wille, Jr.(2)(IL) .. ..o 111,100 *
Lorenzo Childress, Jr., MD.(2)(12) .. oot e 117,500 *
Scott M. Tabakin (2)(13) .. ..t 45,452 *
Scott S. Pickens (2)(14) .. ..ot 55,658 *
All executive officers and directors as a group (17 persons) .......................... 1,542,285 7.1%

* Represents beneficial ownership of less than one percent.

(1)  This table does not include any shares owned by C. Sage Givens or Charles W. Newhall, I, each of whom
were a member of the Board of Directors of AMERIGROUP until they resigned on March 28, 2003.

(2) The address for this person is c/o AMERIGROUP Corporation, 4425 Corporation Lane, Suite 300,
Virginia Beach, VA 23462.

(3) Includes options to purchase 427,458 shares of common stock.

(4) Represents securities owned by FFC Partners I, L.P. and Mr. Ferrer. Mr. Ferrer is a general partner of
Ferrer Freeman & Company, LLC, and shares investment and voting power in respect to the securities
* beneficially owned by these funds. Mr. Ferrer’s address is c/o Ferrer Freeman & Company, LLC,
" 10 Glenville Street, Greenwich, CT 06831.

(5)  Includes options only.
(6) Includes options only. Dr. Reinhardt’s address is 351 Wallace Hall, Princeton Umversny, Princeton, NJ

., 08544,
a Includes options to purchase 20,000 shares of common stock.

(8) - Represents securities owned by Wasatch Advisors, Inc. (“Wasatch™) on December 31, 2002, as derived
: froip information that Wasatch has reported in a Schedule 13G under the Securities Exchange Act of 1934,
as amended (“the Exchange Act”), filed with the Securities and Exchange Commission, (“SEC”) on
* February 12, 2003. Such Schedule 13G indicates that Wasatch, an investment advisor registered under
- Section 203 of the Investment Advisors Act of 1940, owns approximately 14.0 percent of the outstanding
_shares of AMERIGROUP. Wasatch manages five mutual funds and also acts as an investment advisor to
unafﬁliated clients (“Accounts™) that have large portfolios of stocks, such as pension and retirement funds.
g AMHERIGROUP’S common stock is held in three different Wasatch mutual funds as well as by a number of
.! Acq ounts. kAppronmately 60 percent of the shares are held by three different funds: the Wasatch Small
? Cap Growth Fund, the Wasatch Core Growth Fund and the Wasatch Micro Cap Fund. Taken together these

ik i funi’s own approximately 7.8 percent of AMERIGROUP’s common stock. No individual fund holds 5
: ¥ perc nt or more of AMERIGROUP’s common stock. Each of these funds has a separate manager who has
the authotity to vote the shares as he or she sees fit. The remaining shares of AMERIGROUP common
i stock are held in the Accounts for which Wasatch provides advisory services. The principal business
- address for Wasatch is 150 Social Hall Avenue, Salt Lake City, UT 84111.
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(9)  As of December 31, 2002, based on the Schedule 13G filed by Wellington Management Company, LLP
(“WMC”). WMC is a registered investment advisor under the Investment Advisers Act of 1940, as
amended. As of December 31, 2002, WMC, in its capacity as investment advisor, may be deemed to have
beneficial ownership of 1,704,450 shares of common stock that are owned by numerous investment
advisory clients, none of which is known to have such interest with respect to more than five percent of the
class. WMC has shared voting authority over 1,453,630 shares and no voting authority over 250,820
shares, based on information provided to the Company by Wellington Management Company, LLP.

(10) -Represents-secarities owned by RS Investment Management Co.-LLC-(“RS”) as-of December 31, 2002, as -
derived from information RS has reported in a Schedule 13G under the Exchange Act, filed with the SEC
on February 14, 2003. RS, an investment advisor in accordance with section 240.13d-1(b)(1)(ii)(E), owns
approximately 6.8 percent of the outstanding shares of AMERIGROUP. RS manages multiple mutual
funds and also acts as an investment advisor to unaffiliated clients that have large portfolios of stocks, such
as pension and retirement funds. AMERIGROUP’s common stock is held in several different RS mutual
funds as well as by a number of Accounts. No individual fund holds 5 percent or more of
AMERIGROUP’s common stock. Each of these funds has a separate manager who has the authority to
vote the shares as he or she sees fit. The remaining shares of AMERIGROUP common stock are held in
the Accounts for which RS provides advisory services. The principal business address for RS is 388
Market Street, San Francisco, CA 94111.

(11) Includes options to purchase 15,200 shares of common stock.

(12) Includes options to purchase 87,504 shares of common stock.
(13) Includes options to purchase 38,875 shares of common stock.
(14) Inciudes options to purchase 41,417 shares of common stock.

SECTION 16(a) BENEFICIAL OWNERSHIP REPORTING COMPLIANCE

Section 16(a) of the Exchange Act requires our executive officers and Directors and persons who own more
than ten percent of our common stock to file reports of ownership and changes in ownership with the SEC and
the New York Stock Exchange. Executive officers, Directors and greater than ten percent stockholders are
required by SEC regulation to furnish to us copies of all Section 16(a) forms they file. Based solely on a review
of the copies of Section 16(a) forms furnished to us and written representations from certain reporting persons
that no other filings were required for those persons, we believe that all the Section 16(a) filing requirements
applicable to our executive officers, Directors and greater-than ten percent stockholders were complied with for
year 2002, except that Mr. William McBride, a member of the Board of Directors of the Company, did not timely
report on Form 4 an acquisition of 6,887 shares received pursuant to a pro-rata distribution from a limited
partnership of which Mr. McBride is a non-managing member, Mr. Herman Wright, Chief Marketing Officer,
did not timely report on Form 4 an exercise of 30,625 shares, Ms. Kathleen Toth, Chief Accounting Officer, did
not timely report on Form 4 an acquisition of 226 shares, Ms. Sherri Lee, Treasurer, did not timely report on
Form 4 an acquisition of 80 shares and Mr. Scott Tabakin, Chief Financial Officer, did not timely report on Form
4 an acquisition of 153 shares.
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PROPOSAL #1: ELECTION OF DIRECTORS

The Company’s Board of Directors currently has five members, only one of whom, Mr. McWaters, is an
employee of the Company. On March 28, 2003, each of C. Sage Givens and Charles W. Newhall, III resigned
from the Board of Directors of the Company. The vacancies on the Board were not filled, and, in accordance
with the Company’s Amended and Restated Certificate of Incorporation, the size of the Board was reduced from
seven to five members.

«......The..Company’s . Amended .and. Restated Certificate of Incorporation-provides for a Board of Directors
divided into three classes, as nearly equal in number as the then total number of Directors constituting the entire
Board permits, with the term of office of one class expiring each year at the annual meeting. Each class of
Directors is elected for a term of three years, except in the case of elections to fill vacancies or newly appointed
Directorships. ‘

Two Directors will be elected at the annual meeting to serve until the annual meeting of stockholders in
2006 and until the election and qualification of their successors, or their earlier death, resignation or removal.
Unless otherwise indicated on any proxy, the Board of Directors intends to vote the shares represented by proxies
received by the Board for each of the nominees whose biographical information appears in the section
immediately following. Each of the nominees are now serving as a director of the Company. Both nominees have
consented to serve if elected. However, if at the time of the meeting any nominee is unable or unwilling to serve,
the proxies will be voted for such other person as the Board of Directors may designate. Mr. Ferrer has informed
the Company that other professional commitments may result in his being unable to serve a full three-year term.
The Board of Directors nevertheless recommends that the stockholders vote for re-election of Mr. Ferrer. If Mr.
Ferrer resigns as director before his term expires, the Board of Directors would seek to fill the vacancy with an
appropriately qualified replacement.

VOTE REQUIRED

Directors will be elected by a plurality of the votes cast. The Board of Directors unanimously recommends
that you vote FOR the election to the Board of Directors of each of the two nominees identified below.

NOMINEES FOR DIRECTOR
(Terms to expire in 2006)

Mr. Ferrer, age 49, has been one of our Directors since 1996. Mr. Ferrer is a
General Partner of Ferrer Freeman & Company, LLC, a private equity firm
founded in 1995 that manages funds dedicated to investing in the health care
industry.

Carlos A. Ferrer

Mr. McBride, age 58, has been one of our Directors since 1995. Mr. McBride
has been retired since 1995..Prior to that, Mr. McBride was President, Chief
Operating Officer and a director of Value Health, Inc. and President and Chief
Executive Officer of CIGNA Healthplans, Inc. Mr. McBride also serves on the
board of directors of VistaCare, Inc. and a number of privately held companies.

| William J. McBride




DIRECTORS CONTINUING IN OFFICE

Uwe E. Reinhardt, Ph.D.

Richard D. Shirk

Mr. McWaters, age 46, has been our Chairman of the Board of Directors and
Chief Executive Officer since he founded our Company in December 1994.
From 1991 to 1994, Mr. McWaters served as President and Chief Executive
Officer of Options Mental Health, a national managed behavioral health care
company and prior to that, in various senior-operating positions with

__ EQUICOR-Equitable HCA Corporation and CIGNA HealthCare_Mr. McWaters
""" is a'member of the Board of Visitors of the College of William and Mary and a

director of the American Association of Health Plans. His term as Director
expires in 2004.

Dr. Reinhardt, age 65, joined the Board of Directors in 2002. He is the James
Madison professor of Political Economy and Professor of Economics and Public
‘Affairs of Princeton University, a Trustee of Duke University and of its Duke
University Health System, a Trustee of the H&Q Healthcare Investors and H&Q
Life Sciences Investors, and a member of the Editorial Board of the Journal of
the American Medical Association, Health Affairs and several other journals.
Dr. Reinhardt serves on the Board of Boston Scientific Corporation and Triad
Hospitals, Inc. He is a Commissioner on the Henry J. Kaiser Family
Foundation’s Commission on Medicaid and the Uninsured. Until 2002, he had
served for five years on the Center for Health Care Strategies, a non-profit think
tank focused on improving managed-care techniques for the Medicaid and
SCHIP populations.

Mr. Shirk, age 57, joined the Board of Directors in 2002. Mr. Shirk has been
retired since April 2002. Prior to that, Mr. Shirk served as Chairman, Chief
Executive Officer and President of the holding company, Cerulean Companies,
and was president and chief executive officer of Blue Cross Blue Shield of
Georgia. He has also held senior executive positions with Cigna Healthcare,
Equicor and The Equitable. In addition, Mr. Shirk serves on the Board of
Directors of the SSgA funds, the Healthcare Georgia Foundation and privately
held companies. His term as Director expires in 2005.




INFORMATION ABOUT THE BOARD OF DIRECTORS AND ITS COMMITTEES

The Board of Directors met six times in 2002. There were four Regular and two Special Board Meetings.
No incumbent director attended less than 75% of the aggregate of all meetings of the Board of Directors and any
committees of the Board on which he or she served, if any, during his or her tenure as director.

The Board of Directors has two standing committees: the Audit Committee and the Compensation
Committee. The Audit Committee approves the scope of audits and other services to be performed by the
Company’s mdependent and internal auditors; considers whether the performance of any professional service by _
* “the auditors other than services provxded in connection with the audit function could i impair the mdependence of
the outside auditors; reviews the results of internal and external audits, the accounting principles applied in
financial reporting, and financial and operational controls; and reviews interim audited financial statements each
quarter before the Company files its Form 10-K and Form 10-Q with the SEC. The Compensation Committee
considers management proposals relating to compensation, reviews and makes recommendations to the Board of
Directors with respect to compensation and benefit issues, and administers the terms of performance-based
compensation within the meaning of Section 162(m) of the Internal Revenue Code of 1986, as amended (the
“Code”).

The Audit Committee

The Audit Committee of the Board of Directors is composed of three independent Directors, who qualify as
“independent” under Sections 303.01(B)(2)(a) and (3) of the New York Stock Exchange listing standards and
operates under a charter adopted by the Board of Directors (attached as Exhibit A hereto). These Directors are
Carlos A. Ferrer, Uwe E. Reinhardt, Ph.D. and William J. McBride, with Mr. McBride serving as the
Chairperson. Charles W. Newhall, III served as a member of the Audit Committee until November 5, 2002, at
which time he resigned as a member of the committee and Dr. Reinhardt was elected by the Board of Directors to
serve in his place. The Board of Directors has determined that at least one independent member of the Audit
Committee, William J. McBride, has accounting or related financial management expertise. The independent and
internal auditors have unrestricted access to the Audit Committee and vice versa. The Audit Committee met six
times in 2002. No membership changes are contemplated for 2003.

The Audii Committee Report

The Audit Committee has reviewed and discussed with management the Company’s audited financial
statements as of, and for, the year ended December 31, 2002.

At its meeting on March 10, 2003, the Audit Committee discussed with the Company’s independent
auditors, KPMG LLP, the matters required to be discussed by Statement on Auditing Standards No. 61,
Communication with Audit Committees, as amended by the Auditing Standards Board of the American Institute
of Certified Public Accountants.

The Audit Committee received and reviewed the written disclosures and the letter from the independent
auditors required by Independence Standard No. 1, Independence Discussions with Audit Committees, as
amended by the Independence Standards Board, and has discussed with the auditors the auditor’s independence.
The Audit Committee considered whether the provision of non-financial audit services was compatible with
KPMG’S independence in performing audit services.

: - ‘Based upon the reviews and discussions referred to above, the Audit Committee recommended to the Board
+ of Dxrectors that the financial statements referred to above be included in the Company’s Annual Report on Form
11104 K for the year ended December 31, 2002 which was filed with the Securities and Exchange-Commission on

eifch 14, 2003.

k Members of the Audit Committee:

1 ;ﬂ;“Wﬂ.}lam J. McBride (Chairperson)

P Ca.rlos A. Ferrer
i =Uwe E. Reinhardt, Ph.D.




COMPENSATION OF DIRECTORS

Directors who are officers or employees of the Company receive no compensation for service as a member
of the Board of Directors. Directors who are not officers or employees of the Company receive a quarterly

retainer of $2,500 and $2,500 for each Regular Board meeting that they attend in person. Directors are not

compensated for participating in Special Board meetings or participating in Regular Board Meetings by
conference call, unless an exception is granted by the Chairman of the Board of Directors. The Chairman of the
Audit Committee receives an additional retainer of $1,000 per quarter. Directors are not separately compensated

- for participation-or atfendance -at-Committee meetings:—- -3~ - - s =wmms o mwrers, —me woose S S T I R

In February 2002, the Company granted to Dr. Uwe E. Reinhardt an option to purchase 40,000 shares of

common stock under our 2000 Equity Incentive Pian at an exercise price of $21.25 per share, subject to his
agreement to serve on our Board of Directors, which occurred in March 2002. Options covering 20,000 of the

shares were vested as of the date of grant, and the remaining 20,000 vested on February 7, 2003. In August of

2002, the Company granted to Richard D. Shirk an option to purchase 40,000 shares of common stock under the

2000 Equity Incentive Plan at an exercise price of $24.92 per share upon Mr. Shirk’s election to the Board of

Directors. Options covering 20,000 of the shares were vested on the date of grant, with the remaining 20,000

vesting on the first anniversary of the grant, assuming continued service as a director.

EXECUTIVE OFFICER COMPENSATION

The table below sets forth a summary of the compensation the Company paid for the last three fiscal years
to the Chief Executive Officer and to the four additional most highly compensated persons serving as executive

officers (collectively with the Chief Executive Officer, the “Named Executive Officers”) at the end of the last

fiscal year.

Summary Compensation Table

Long-Term
Annual Compensation Compensation
Securities
Other Annual Underlying All Other
Salary Compensation Options Compensation

Name and Principal Position Year $) Bonus ($) ($) # @
Jeffrey L. McWaters . ............. 2002 560,083 1,350,000 — 100,000 1,000
Chairman and Chief Executive 2001 437,419 950,000 3,952(1) 50,000 4,195
Officer - 2000 411,061 850,000 — 100,000 -~ 500
Scott M. Tabakin ................ 2002 321,923 250,000 — 52,500 141

Senior Vice President, 2001 177,692 410,000 126,960(2) 100,000 —

Chief Financial Officer 2000 — — — — —_—
Lorenzo Childress, Jr, M.D. ....... 2002 306,901 250,000 — -20,000 1,295
Senior Vice President, 2001 283,041 400,000 — 17,500 1,000
Chief Medical Officer 2000 268,271 210,000 — 25,000 500
Scott S. Pickens ................. 2002 267,600 250,000 —_ 21,000 1,172
Senior Vice President, 2001 257,354 410,000 — 12,500 2,000
Chief Information Officer 2000 129,808 176,000 94,334(3) 37,500 500
Theodore M. Wille, Jr. ............ 2002 291,530 235,000 — 21,000 1,272
Senior Vice President, - 2001 281,031 410,000 —_ 10,000 1,000
Chief Operating Officer 2000 267,886 210,000 — 30,000 500

5 © (1) Compensation for the payment of taxes.

) "Coﬁigbensation of $69,637 for relocation and $57,323 for payment of taxes.

S (3) Compensation of $58,874 for relocation and $35,460 for payment of taxes.
. ; (4) For 2002, compensation for corporate matching funds for the Company’s 401(k) retirement plan of $1,000

for Mr. McWaters, Mr. Childress, Mr. Pickens and Mr. Wille and for life insurance premiums.
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The following table sets forth information concerning individual grants of stock options made during 2002
to the Named Executive Officers.

Option Grants In Last Fiscal Year

‘Number of -
Securities Percent of Potential Realizable
Underlying . Total Options Value at Assumed Annual -
- Options Granted to_ Exercise . Rates of Stock Price. . R
TR R UL e ST T T o " "Granted” ~ Employeesin ~~ 'Price = Expiration~  Appreciation for Option
m Fiscal Year ($/Share) Date Term (2}

Name 5% (%) 10% ($)
Jeffrey L. McWaters .............. 100,000 9.3% $21.25 02/07/12 1,336,401 3,386,703
Scott M. Tabakin ................. 52,500 4.9% $21.25 02/07/12 701,611 1,778,019
Theodore M. Wille, Jr. ............ 21,000 1.9% $21.25 02/07/12 280,644 711,208
Lorenzo Childress, Jr, MD ........ " 20,000 1.9% $21.25 02/07/12 267,280 677,341
Scott S. Pickens . ................ . 21,000 1.9% $21.25  02/07/12 280,644 711,208

(1) The options were granted on February 7, 2002. Options covering twenty percent (20%) of the shares were
vested on the date of grant. Another five percent vested on April 1, 2002 and the remaining options vest in
five percent increments each quarter thereafter.

(2) Calculated based on the fair market value at the date of grant, which is equal to the exercise price. The
amounts shown in these columns are the potential realizable value of options granted at assumed rates of
stock price appreciation (5% and 10%) specified by the SEC, and have not been discounted to reflect the
present value of such amounts. The assumed rates of stock price appreciation are not intended to forecast the
future appreciation of the common stock.

The following table sets forth information concerning the exercise of stock options during 2002 by the
Named Executive Officers.

Aggregated Option Exercises in Last Fiscal Year
and Fiscal Year-End Option Values

Number

of Shares Number of Securiti.es V.alue of Ix:n-the-Money
Acquired Value OUgderly:nEig: Unf;ﬂcneﬁd 1 Options at Fiscal Year-End
on Realized ptions at Fiscal Year-En (%) 2
Name Exercise $)Q) Exercisable Unexercisable Exercisable Unexercisable
Jeffrey L. McWaters . ........... - — — 356,207 143,751 8,804,166 1,809,578
L Scott M. Tabakin ............... 40,000 664,024 8,375 104,125 75,878 1,380,873
Lo Theodore M. Wille, Ir. ........... 48,750 1,082,250 52,225 27,525 1,185,704 408,595
: E i Lorenzo Childress, Jr, M.D. ...... 32496 797,106 59,378 33,126 1,310,963 538,321
: §cott S.Pickens ................ 8,933 134,442 24,042 38,025 322,146 496,850
{1) _This amount represents the aggregate market value of the common stock at the time each option was
1 ----exercised less the aggregate exercise price of the option.

’(
5[7) .Yalue was calculated using the fair market value of $30.31 per share, which was the closing price on
i "December 31, 2002.
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EQUITY COMPENSATION PLAN INFORMATION -

The following table is relevant to Proposal #2 relating to approval of the 2003 Equity Incentive Plan and
Proposal #3 relating to approval of the 2003 Cash Incentive Plan. It provides information-as of December 31,
2002 about the Company's common stock that may be issued to employees, consultants or members of the Board
of Directors under all of our existing equity compensation plans, namely the 1994 Stock Plan, the 2000 Equity
Incentive Plan and the Company's Employee Stock Purchase Plan: -

= Number of Weighted- Number of securities
e erem oz e R, . —-. —_-Securitiesto be. - average.exercise__.remaining available for— .. _ . .
issued upon price of future issuance under
exercise of ontstanding equity compensation
outstanding options, plans (excluding
i options, warrants warrants and securities reflected in
Plan category ‘ and rights rights column (a)) (1)

Equity compensation plans approved by

security holders . ....... ... ... ... .. ... ... 2,414,934 $10.05 1,183,433
Equity compensation plans not approved by

security holders .......... U — — —

Total ..o 2,414,934 $10.05 1,183,433

(1) Includes a total of 635,907 shares not yet issued as of December 31, 2002 under the 1994 Stock Plan and
2000 Equity Incentive Plan and 547,526 shares not yet issued under the Employee Stock Purchase Plan.

AGREEMENTS WITH EMPLOYEES

Jeffrey L. McWaters. The Company employs Mr. McWaters as its Chief Executive Officer and he serves
as Chairman of the Board of Directors pursuant to an Amended and Restated Employment Agreement dated
October 2, 2000 (the “Agreement”). The Agreement has an initial term of three years, commencing on October
28, 1999, and continues from year to year thereafter, unless earlier terminated as provided in the Agreement.
Pursuant to the Agreement, as long as Mr. McWaters is employed with the Company, the Board of Directors
agrees to employ Mr. McWaters as Chief Executive Officer and nominate him as a Director and Chairman of the
Board of Directors. The Agreement relates primarily to termination provisions and provides the following:

*  Mr. McWaters may terminate his employment on 30 days’ written notice to us, and if termination is at
his option (other than on account of “Changed Circumstances” as described below) he is not entitled to
severance benefits.

¢ The Company may terminate Mr. McWaters for cause upon 30 days’ written notice, in which event Mr.
McWaters would not be entitled to severance benefits.

 If the Company terminates Mr. McWaters without cause or if Mr. McWaters terminates his
employment on account of Changed Circumstances, Mr. McWaters would be entitled to (1) 24 months
of severance payments based on his then current base salary, (2) a lump sum payment equal to two
times the average annual bonus paid to him in the immediately preceding three years, and (3) medical
and other health insurance benefits for 24 months. “Changed Circumstances” for purposes of the
Agreement means a significant reduction in Mr. McWaters’ responsibilities, including without
limitation the hiring of another executive to whom Mr. McWaters is required to report.

« If Mr. McWaters terminates his employment on account of Changed Circumstances, or if the Company
terminates his employment without cause during the 16-month period beginning four months before a
change of control, Mr. McWaters would be entitled to be paid an amount equal to (1) two times his
then current gross annual base salary plus (2) two times the average annual bonus paid to him in the

“immediately preceding three years, reduced as necessary to avoid characterization as a “parachute

payment” within the meaning of Section 280G of the Code. Payment would be made, at Mr.
“McWaters’ election, either in a lump sum or in up to 24 monthly installments. In addition, Mr.
McWaters would be entitled to continued medical and other health insurance benefits for so long as
any installment payments are being made.
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Change of control for these purposes includes: (1) the acquisition by a person or group of 20% of the voting
power of our outstanding securities, (2) either a majority of the Directors nominated at an annual meeting of
stockholders being nominated by other than “incumbent Directors” (i.e., the Directors on October 2, 2000 and
any Directors subsequently nominated by at least %3 of the then incumbent Directors) or the incumbent
Directors’ ceasing to constitute a majority of the Directors, (3) stockholder approval of (A) a merger or other
business combination where our outstanding stock immediately prior to such transaction does not continue to

_ represent more than 50% of the surviving entity, (B) a complete liquidation of the Company, or (C) a sale of
. substantially all_of the Company’s assets or (4) any other event that the Board- of-Directors determines to affect
the control of the Company.

The Agreement further: ’

»  provides for a base annual salary of not less than $425,000, subject to adjustment from time to time by
the Board of Directors, plus a discretionary bonus,

J contains a non—compete clause that provides that, for 24 months following termination, Mr. McWaters
may not (1) engage in any business activity related to Medicaid managed health care in the markets in
which we operate, or (2) solicit, interfere with, influence or endeavor to entice any employee, customer
or any independent contractor of the Company, or any organization that is considered a prospect of the
Company’s by virtue of having established contact with the Company for the purpose of doing
business, and

*  provides for indemnification of Mr. McWaters in his capacity as a Director or officer of the Company.

Lorenzo Childress, Jr., M.D. The Company employs Dr. Childress as Chief Medical Officer pursuant to a
letter agreement dated March 17, 1995. The letter agreement established Dr. Childress’ initial salary, option
bonus opportunity, initial grant of options and reimbursement of relocation expenses. In addition, the Company
agreed to provide to Dr. Childress three months base salary as severance payment in the event of the termination
of his employment without cause.

Theodore M. Wille. Mr. Wille has announced his intention to retire from the Company. In order to induce
Mr. Wille to remain with the Company through a transition period, the Company has entered into an
Employment Agreement with Mr. Wille dated November 25, 2002 (the “Retirement Agreement”). The
Retirement Agreement provides for the continued employment of Mr. Wille through January 1, 2004, unless
earlier terminated pursuant to the terms of the Retirement Agreement.

The Retirement Agreement generally provides the following with respect to regular compensation and
benefits:

* An annual base salary of $294,580 (subject to increase in the discretion of the Board of Directors based
. on Mr. Wille’s performance in 2002); and

‘* :-f Benefits generally available to other executive employees of the Company.

b In the event that Mr. Wille remains an active full-time employee of the Company through December 31,
2003 retires effective January 1, 2004, and duly executes a release of claims against the Company in the form

attached to the Retirement Agreement, he will be entitled to receive on January 2, 2004 (or if later, upon the
effecrveness of the release):

i
,"‘5
ik
b
é

il
L

A lump-sum payment in the amount of his base salary for 2003 (which shall be determined by
annuahzmg his base salary (of at least $24,584.33) for December 2003;

A regular annual incentive bonus for 2003 of at least $125,000;
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» A special incentive bonus of at least $125,000 subject to his attainment of certain special performance
objectives; and

* A waiver by the Company of the noncompete restrictions otherwise imposed upon Mr. Wille under his
Noncompetition, Nondisclosure and Developments Agreement with the Company (which agreement
otherwise will remain in effect in accordance with its terms).

-Mr. Wille may voluntarily terminate his employment with us upon 90 days notice. We may terminate Mr.

- e Wil l@ i s-employment “'without: cause upon 30-days netice. We-may-terminate-Mr—Wille’s. employment with-cause. -

(as defined in the Retirement Agreement) upon 10 days notice.

If Mr. Wille voluntarily terminates his employment prior to December 31, 2003, or if we terminate his
employment with cause, Mr. Wille will be entitled to no further compensation or benefits under the Retirement
Agreement (other than any unpaid salary and vacation pay through the date of termination). If we terminate Mr.
Wille’s employment without cause, Mr. Wille will be entitled to (i) unpaid salary and vacation pay through the
date of termination, (ii) upon effective execution of a release in a form attached to the Retirement Agreement, the
amount of base salary he would have earned from the date of termination through December 31, 2003, had he
remained employed, and (iii) the additional benefits described above to which he would have been entitled
(payable at the same time and in the same manner) had he remained employed through December 31, 2003. Mr.
Wille’s estate will be entitled to specified portions of such payments if Mr. Wille dies on or after July 31, 2003
and before December 31, 2003, upon effective execution by his estate of a release in a form attached to the
Retirement Agreement.

REPORT OF THE COMPENSATION COMMITTEE

Overview

The Compensation Committee of the Board of Directors is currently composed of two independent
Directors. These Directors are William J. McBride and Richard D. Shirk, with Mr. Shirk serving as the
Chairperson.

Prior to their resignations on March 28, 2003, C. Sage Givens and Charles W. Newhall, III were both
members of the Board of Directors and members of the Compensation Committee, with Ms. Givens serving as
the Chairperson of the Compensation Committee. The vacancies on the Compensation Committee have not been
filled.

The Compensation Committee is responsible for considering management proposals relating to
compensation and reviewing and approving the compensation of the executive officers of the Company,
including the Named Executive Officers. The Compensation Committee will also be responsible for
administering any awards under our 2003 Equity Incentive Plan and 2003 Cash Incentive Plan (which are
described more fully as part of Proposals #2 and #3 beginning on pages 17 and 22, respectively) that are
intended to qualify for the performance-based compensation exception under Section 162(m) of the Code. This
Committee met six times in 2002. The key components of the Company’s executive compensation program are
base salary, annual incentive compensation and equity compensation in the form of stock option grants. Each
member of the Compensation Committee is an independent non-employee Director who has never been an
employee of the Company. The Compensation Committee utilizes independent compensation consultants for the
purpose of understanding market pay levels and trends.

Compensation Philosophy

.. ...The Company’s executive compensation program is designed to allow the Company to be competitive in the

marketplace with respect to attracting, retaining and motivating executive officers. The marketplace for executive
talent is yiewed to be companies generally engaged in the health care and insurance industries (including some,
but not all, of the companies that are included in the peer group indices in. the “Performance Graph” on
pag_e 16) as well as firms in general industry of similar size and scope. The current program emphasizes pay-for-
performance elements, such as annual cash incentives and stock option grants. While compensation surveys and
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other externally available pay information are used to understand the relevant labor markets and as guidelines for
reasonableness, corporate, health plan and individual performance are the most important determinants in
developing individual pay amounts.

Base Salary Compensation
Base salary compensation for executive officers is determined by an assessment of all of the following:

. overall Company performance (ﬁnan01a1 and non- ﬁnanmal)

«  executive officer performance experience and respons1b111ues and

= applicable market pay information. 5

The Compensation Committee believes that current base salaries for all Named Executive Officers are at or
below median market levels, which is consistent with the Company’s philosophy of rewarding performance
through incentive compensation.

The Chairman’s Bonus Plan

The Chairman’s Bonus Plan (the “Bonus Plan™) is an annual plan designed to reward the Company’s
management, including its Chief Executive Officer and its executive officers, for the attainment of corporate and
individual performance goals. All participants in the Bonus Plan are eligible for cash awards and certain of the
participants are eligible for awards partly in cash and partly in equity-based compensation. The award target
reflects the participant’s level of responsibility along with past performance-and anticipated future contributions
to the Company. The cash component is paid under the terms of our 2000 Cash Incentive Plan and the equity-
based component previously has been satisfied with awards under our 2000 Equity Incentive Plan. We expect
that, for future years, the awards will be payable under our 2003 Equity Incentive Plan and our 2003 Cash
Incentive Plan, respectively, which are discussed more fully in and being submitted for your approval pursuant to
Proposals #2 and #3, below. The corporate performance goals have historically been total premium revenue,
earnings per share and administrative and health benefit expense ratios.

The Company’s annual targets for each of the performance goals, which the Company refers to as Strategic
Initiatives, are determined based upon the current year’s requirements under the Company’s three-year Business
Plan. For 2002 and prior years, these annual Strategic Initiatives were reviewed by the Compensation Committee
and approved by the Board of Directors. We expect that, for 2003 and future years, the Compensation Committee
will be responsible for establishing the performance goals under the Plan. '

Participants under the Plan can receive an award under the Bonus Plan only if both the Company’s Strategic
Initiatives and their respective individual objectives are met. The Company’s Strategic Initiatives, as well as the
individual’s performance goals, are developed to encourage responsible and profitable growth and the creation of
shareholder value, while taking into consideration other non-financial goals such as quality standards, operational
excellence, market leadership, member and provider satisfaction and the execution of strategic plans.

Cash Awards

The Company s-policy is to provide a target cash incentive award as a percentage’ of base salary that, when

: ‘combmed with base salary compensation, will represent median to 75% percentile of the total annual
-.compensation levels in the applicable marketplace.

‘In 2002, t]);le Company exceeded its performance goals, reflecting better than planned financial performance

f ~and the accomplishment of all of the Company’s Strategic Initiatives, including major acquisitions of health care -
1. ,plans in Florida and the District of Columbia.
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Stock Options

The Company has used stock options granted under its 2000 Equity Incentive Plan as the primary means to
reward executive officers and other key staff for long-term sustained performance, and as a tool to retain, attract
and motivate critical employees. The use of stock options, in the opinion of the Compensation Committee,
provides a significant and critical link between the results achieved for the organization’s stockholders and the
rewards of executive officers and other staff.

Stock optlons granted pursuant to_the Plan typically have a_10-year term and vest_over. five yg@;s

commencing on the first day of the apphcable bonus period. The bonus s period runs concurrent with the calendar
year. Because of a shortfall in the number of shares available for issuance under the 2000 Equity Incentive Plan,
the award targets for all Participants were reduced by 10% for 2002. Accordingly, the Compensation Committee
approved a special vesting schedule with respect to the option grants for 2002, which were granted on February
10, 2003. Those option grants were 40% vested as of the date of grant. Another 5% of the options vested on April
1, 2003, and the options will continue to vest at a rate of 5% per calendar quarter until fully vested. The
Compensation Committee has historically reviewed and recommended to the Board of Directors the aggregate
amount of stock option awards, as well as their applicable terms, vesting and timing. Provided that you approve
our 2003 Equity Incentive Plan, we anticipate that any future grants will be made under the terms of the plan and
that the amount and terms of such grants will be determined by the Compensation Committee.

Chief Executive Officer Compensation

Pursuant to a contract entered into in 2000, Mr. Jeffrey L. McWaters, the Company’s Chairman and Chief
Executive Officer, is entitled to receive an annual base salary of not less than $425,000, subject to adjustment
from time to time by the Board of Directors. Effective April 1, 2002, his base salary was adjusted to $600,000.
Based on applicable external information provided by our outside compensation consultant, and verified by the
Compensation Committee’s independent compensation consultant, this salary is at or below median levels of pay
for his position in the market. Mr. McWaters also has an annual incentive target equal to 150% of his base salary.
For the fiscal year 2002, based on an evaluation of Company performance against its Strategic Objectives, the
Compensation Committee recommended and the full Board (excluding Mr. McWaters) approved an award for
Mr. McWaters of 150% of base salary, or $900,000.

Due to a shortfall in the number of options available for grant under the 2000 Equity Incentive Plan, all
associates eligible to receive option grants under the Bonus Plan for performance in 2002 received options
covering less shares than their bonus target. Mr. McWaters was granted options to purchase 100,000 shares of
common stock at an exercise price of $26.78 per share. This grant was less than his bonus target. In partial
substitution for the reduced number of options and in recognition of Mr. McWaters’ outstanding performance in
2002, the Compensation Committee approved an additional cash award to Mr. McWaters in the amount of
$450,000.

Executive Compensation Tax Deductibility

The Omnibus Budget Reconciliation Act of 1993 amended the Code to generally provide that compensation
paid by a publicly-held corporation to its chief executive officer and four most highly compensated executive officers
in excess of $1 million per year per executive will be deductible by the corporation only if paid pursuant to qualifying

_performance-based compensation plans approved by stockholders of the corporation. It is the Compensation
‘Committee’s intended policy to maximize the effectiveness of the Company’s executive compensation programs

phile also taking into consideration the requirements of Section 162(m) of the Code. In that regard, the
Compensation Committee intends to maintain flexibility to take actions which it deems to be in the best interest of
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the Company and its stockholders. Accordingly, although the Compensation Committee intends to preserve the
deductibility of compensation to the extent consistent with its overall compensation policy, it reserves the authority to
award non-deductible compensation as it deems appropriate.

Members of the Compensation Committee(1):

Richard D. Shirk (Chairperson

"-.:v__N E O U U QU c—so-eoe William J-MceBride o - 0 T T [ U

(1)  Prior to their resignations on March 28, 2003, C."Sage Givens and Charles W. Newhall, IlI were Directors
and members of the Compensation Committee, ‘with Ms. Givens serving as the Chairperson of the
Compensation Committee. On March 28, 2003, C. Sage Givens and Charles W. Newhall, III resigned from
the Board of Directors of AMERIGROUP. The vacancies on the Compensation Committee have not been
filled.
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PERFORMANCE GRAPH

The following line graph compares the percentage performance change in the cumulative total stockholder
return on the Company’s common stock against the cumulative total return of the Standard & Poor’s Corporation
Composite 500 Index (the “S&P 500”) and a peer group index for the period from November 6, 2001 (the date of
our initial public offering) to December 31, 2002. The graph assumes an initial investment of $100 in
AMERIGROUP common stock and in each of the indices.

©7 " ""The peer group index consists of WellPoint Health Networks (WLP), Health Net Inc. (HNT), Coveniry
Health Care Inc. (CVH), Centene Corporation (CNTE) and United Health Care (UNH).

*
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CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

Indemnification Agreements

The Company has entered into an indemnification agreement with each of its officers and Directors. The
indemnification agreement provides that the Director or officer will be indemnified to the fullest extent permitted
by law for claims arising in such person’s capacity as a Director or officer. The agreement further provides that
: in the event of a change of control, the Company would seek legal advice from an approved special independent
‘-~ ~-~counsel selected by the officer or Director, who has not performed services for either party for 5 years, to

..determine the extent to which the officer or Director would be entitled to an indemnity under applicable law.
:'Also, in the event of a change of control or a potential change of control the Company would, at the officer’s or
! Director’s request, establish a trust in an amount equal to all reasonable-expenses anticipated in connection with
!.. i .investigating, preparing for and defending any claim. The Company believes that these agreements are necessary
: ﬁo attract and retain skilled management with experience relevant to our industry.

s
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PROPOSAL #2: APPROVAL OF THE 2003 EQUITY INCENTIVE PLAN

The Board of Directors has adopted the 2003 Equity Incentive Plan (the “Equity Incentive Plan”), subject to
approval by stockholders, and recommends it for stockholder approval at the forthcoming Annual Meeting. The
Board of Directors believes it to be in the best interest of the Company to adopt the Equity Incentive Plan to
promote our long-term growth and profitability by providing our key employees and our directors with incentives
to improve the value of our stock. We are seeking your approval so that we may use the Equity Incentive Plan to

grant incentive stock options (optlons that enJoy certain favorable tax treatment under Sections 421 and 422 of = .

il Code) a5 Well"as to enhance our ability to grant awards that qualify for the ’performance based excepnon to
the federal income tax deduction limits that otherwise apply to us under Section 162(m) of the Code.

The Equity Incentive Plan is intended to encourage’fhe key employees and directors of the Company to cwn
common stock of the Company and to provide additional incentive to those employees and directors of the
Company whose contributions are essential to the growth and success of the Company’s business, in order to
strengthen the commitment of such persons to the Company, motivate such persons to faithfully and diligently
perform their responsibilities and attract and retain competent and dedicated persons whose efforts will result in
the long-term growth and profitability of the Company.

As stated above in the Report of the Compensation Committee, the Company traditionally has used stock
options grants, among other purposes, as part of its performance based annual Chairman’s Bonus Plan (the
“Bonus Plan”). The Company intends to use stock allocated under the Equity Incentive Plan to make stock option
awards under the Bonus Plan for 2003 and in the future. In order for a participant under the Bonus Plan to receive
an equity award, the Company and the participant each must have achieved their performance goals. These goals
are developed to encourage responsible and profitable growth and the creation of stockholder value, while taking
into consideration other non-financial goals such as quality standards, operational excellence, market leadership,
member and provider satisfaction and execution of strategic plans.

Vote Required

The affirmative vote of a majority of the shares present in person or by proxy at the Annual Meeting and
entitled to vote on this proposal is required for approval of the Equity Incentive Plan.

The Board of Directors unanimously recommends that you vote FOR approval of the adoption of the Equity
Incentive Plan.

Equity Incentive Plan Description

The following is a brief description of the principal features of the Equity Incentive Plan. It does not purport
to be complete and is qualified in its entirety by the full text of the Equity Incentive Plan, which is attached
hereto as Exhibit B.

" GENERAL. We have reserved for issuance under the Equity Incentive Plan a maximum of 1,650,000
shares of common stock, plus the maximum number of shares authorized for issuance under the Company’s 1994
Stock Plan (2,249,500 shares) and the maximum number of shares authorized for issuance under the Company’s
2000 Equity Incentive Plan (2,064,000 shares), minus the number of shares actually issued (whether before or
after stockholder approval of the Equity Incentive Plan) under the 1994 Stock Plan and the 2000 Equity Incentive
Plan all subject to adjustment as described in the Equity Incentive Plan. As of March 21, 2003, there remained a
tota.l of 722 shares available for grant under the 1994 Stock Plan and the 2000 Equity Incentive Plan combined.
' ‘The Company anticipates that if the Equity Incentive Plan is approved, all future grants will be'made under the
,,,;Eﬂ!l,l_tY,IﬂCf?nQYﬁ Plan and no future grants will be made under the 1994 Stock Plan or the 2000 Equity Incentive

‘Plan If an award granted under the Equity Incentive Plan expires or is terminated, the shares of common stock
1 derlymg ‘the award will again be available under the Equity Incentive Plan. In addition, to the extent shares of
o common stock are used to exercise any award (as described below) or to satisfy tax withholding obligations

11 1: i, uuder the Equity Incentive Plan, an equal number of shares will remain available for issuance under the Equity

' Incentlve Plan
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No individual may be granted awards under the Equity Incentive Plan in any calendar year covering more -
than 500,000 shares. In addition, the number of shares with respect to which restricted stock, restricted stock
units, or stock bonus awards (as described below) may be granted to any individual in any calendar year may not
exceed 300,000, and the aggregate number of shares with respect to which restricted stock, stock-settled
restricted stock units, or stock bonus awards may be granted under the Equity Incentive Plan shall not exceed
500,000.

.. In the event of any change in.the Company’s capitalization or in the_event.of.a corporate transaction such.as __ . .

a merger, consolidation, separation or similar event, the Equity Incentive Plan provides for appropriate
adjustments in the number and class of shares of common stock available for issuance or grant and in the number
and/or price of shares subject to awards. %

TYPES OF AWARDS. The following awards may be granted under the Equity Incentive Plan:
* stock options, including incentive stock options and non-qualified stock options,

* restricted stock, ‘

* restricted stock units,

* stock appreciation rights,

* stock bonuses, and

» other stock-based awards.

ADMINISTRATION. The Equity Incentive Plan will be administered by the Board of Directors or, in the
discretion of the Board of Directors, by the Compensation Committee. The Board anticipates that the
Compensation Committee will administer the Equity Incentive Plan. For convenience, the administrator of the
Equity Incentive Plan will be referred to below as the Committee.

The Committee may, subject to the provisions of the Equity Incentive Plan, determine the persons to whom
awards will be granted, the type of awards to be granted, the number of shares to be made subject to awards and
the exercise price. The Committee may also condition the award on the attainment. of certain goals, determine
e other terms and conditions that shall apply to awards, interpret the Equity Incentive Plan and prescribe, amend
e and rescind rules and regulations relating to the Equity Incentive Plan. The Committee may delegate to any of

" ' our senior management the authority to make grants of awards to our employees who are not our executive
officers or directors. The terms and conditions of each award granted under the Equity Incentive Plan will be set
forth in a written award agreement relating to the award.

In the event that the Committee grants an award that is intended to constitute qualified performance-based
compensation within the meaning Section 162(m) of the Code, the Committee in its discretion may condition
payment under the award in whole or in part on the attainment of (or a specified increase or decrease in) one or
more of the following business criteria as applied to an award recipient under the Equity Incentive Plan and/or a
business unit of the Company or its affiliates: (1) return on total stockholder equity; (2) earnings per share of our
common stock; (3) net income (before or after taxes); (4) earnings before all or any interest, taxes, depreciation
and/or amortization (“EBIT,” “EBITA,” or “EBITDA”); (5) gross revenue; (6) return on assets; (7) market share;
(8) cost reduction goals; (9) earnings from continuing operations, levels of expense, cost or liability; and (10)
membership goals, in each case, as applicable, as determined in accordance with generally accepted accounting

. principles. Payments under such awards will be made, in the case of émployees covered under Section 162(m) of
the Code, solely on account of the attainment of such performance goals established in writing by the Commiittee
i notlater than the date on which 25% of the period of service to which the award relates has elapsed.

o

The LCommittee may, in its absolute discretion, without amendment to the Equity Incentive Plan, (i)
accelerate the date on which any option or stock appreciation right becomes exercisable, waive or amend the
. operation of provisions respecting exercise after termination of employment or otherwise adjust any of the terms
of such option or stock appreciation right, and (ii) accelerate the lapse of restrictions, or waive any other
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condition imposed, with respect to any restricted stock, restricted stock units, stock bonus or other awards or
otherwise adjust any of the terms applicable to any such award, provided that the Committee may not adversely
affect any outstanding award without the consent of the holder thereof.

ELIGIBILITY. Awards may be granted under the Equity Incentive Plan to our employees and directors, as
selected by the Committee in its sole discretion.

- . .Grants-under the Equity-Incentive-Plan -will be made in the discretion of-the Committee and:-accerdingly,
are not yet determinable. In addition, benefits under the Equity Incentive Plan will depend on a number of
factors, including the fair market value of our common- stock on future dates and the exercise decisions made by
the participants. Consequently, it is not possible to determine the benefits that might be received by participants
under the Equity Incentive Plan. As of March 21, 2003, the closing price per share of our common stock on the
New York Stock Exchange was $27.27

TERMS AND CONDITIONS OF OPTIONS. Stock options granted under the Equity Incentive Plan may
be either “incentive stock options,” as that term is defined in Section 422 of the Code, or non-qualified stock
options (i.e., any option that is not such an incentive stock option). The exercise price of a stock option granted
under the Equity Incentive Plan will be determined by the Committee at the time the option is granted, but the
exercise price may not be less than the fair market value of the common stock (determined generally as the
closing price per share of our common stock on the trading day most recently preceding the date of grant). Stock
options are exercisable at the times and upon the conditions that the Committee may determine, as reflected in
the applicable option agreement. The Committee will also determine the maximum duration of the period in
which the option may be exercised, which may not exceed ten years from the date of grant.

The option exercise price must be paid in full at the time of exercise, and is payable (in the discretion of the
Committee) by any one of the following methods or a combination thereof:
¢ in cash or cash equivalents,

+ the surrender of previously acquired shares of common stock that have been held by the participant for
at least six months prior to the date of surrender,

- * authorization for us to withhold a number of shares otherwise payable pursuant to the exercise of an
option, or

e to the extent pemﬁtted by applicable law, through a “broker cashless exercise” progédure acceptable to
the Committee.

OUTSIDE DIRECTOR OPTIONS. Non-employee directors, or outside directors, will be eligible for
grants of non-qualified options under the Equity Incentive Plan. Each outside director will be granted, upon his or
her first election or appointment to the Board of Directors, an option to purchase such number of shares of
common stock as is determined by the Committee in its discretion. In addition, immediately following each
annual meeting of stockholders, each outside director (other than an outside director who is first elected at that
annual meeting) will be granted an option to purchase such number of shares of common stock as is determined
by the Committee in its discretion. The option will become exercisable as is determined by the Committee in its
i discretion. Each option granted to an outside director will expire on the tenth anniversary of the date of grant of
jii: 1l . such option. The other terms of the options granted to outside directors will be subject to the terms and
. conditions applicable to non-qualified options granted to employees. -

RESTRICTED STOCK. The Equity Incentive Plan provides for awards of common stock that are subject
o:restrictions on transferability and others restrictions that may be determined by the Committee in its discretion.
;' Such restrictions will lapse on terms established by the Committee. Except as may be otherwise provided under
" the;award agreement relating to the restricted stock, a participant granted restricted stock will have all the rights
; "offa stockholder (for instance, the right to receive dividends on the shares of restricted stock and the right to vote
;" the shares).
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RESTRICTED STOCK UNITS. The Equity Incentive Plan provides for awards of restricted stock units
which, upon vesting, entitle the participant to receive an amount in cash or common stock (as determined by the
Committee and set forth in the applicable award agreement) equal to the fair market value of the number of
shares made subject to the award. Vesting of all or a portion of a restricted stock unit award may be subject to
terms and conditions established by the Committee.

STOCK APPRECIATION RIGHTS (“SARs”). The Equity Incentive Plan provides thag»__tg_e__c_g@:ljg.e_ez&ipr s

its discretion, may award stock appreciation rights; either in tandem with stock options or freestanding and
unrelated to options. The grant price of a freestanding SAR will be the fair market value of a share of common
stock (as described above). The grant price of tandgm SARs will equal the exercise price of the related option.
Tandem SARs may be exercised for all or part of the shares subject to the related option upon surrender of the
right to exercise the equivalent portion of the related option. Freestanding SARs may be exercised upon whatever
terms and conditions the Committee imposes. SARs will be payable in cash, shares of common stock or a
combination of both, as determined in the Committee's discretion and set forth in the applicable award
agreement. '

STOCK BONUSES; OTHER AWARDS. The Equity Incentive Plan provides that the Committee, in its
discretion, may award shares of common stock to employees that are not subject to restrictions on transferability
or otherwise. In addition, the Committee may grant other awards valued in whole or in part, by reference to, or
otherwise based on, our common stock.

CHANGE IN CONTROL. The Committee in its discretion may provide that, in the event of a change in
control (as defined in the Equity Incentive Plan), whether alone or in combination with other events, the vesting
and exercisability restrictions on any outstanding award that is not yet fully vested and exercisable will lapse in
part or in full. Unless otherwise provided in an award agreement, all outstanding shares of restricted stock and
restricted stock units shall immediately vest, and each option and stock appreciation right shall become fully and
immediately exercisable, if (i) there is a change in control and (i) the participant’s employment with or service
as a director of the Company or affiliate is terminated for any reason other than for cause (as defined in the
Equity Incentive Plan) within two years following the change in control, or the participant terminates
employment or service with the Company and its affiliates within two years following the change in control and
after there is a material adverse change in the nature or status of the participant’s duties or responsibilities from
those in effect immediately prior to-the change in control. -

TERMINATION OF EMPLOYMENT. Unless otherwise determined by the Committee, the termination
of a participant’s employment or service will immediately cancel any unvested portion of awards granted under
the Equity Incentive Plan. At the time of grant, the Committee in its discretion may provide that, if a participant’s
employment or service terminates other than because of cause, death or disability, all options that are exercisable
at the time of termination may be exercised by the participant for no longer than 90 days after the date of
termination (or such other period as it determines). If a participant’s employment or service terminates for cause,
all options held by the participant will immediately terminate. The Committee may provide that, if a participant’s
employment or service terminates as a resuit of death, all options that are exercisable at the time of death may be
exercised by the participant’s heirs or distributees for a period of one year (or such other period as it determines).

' The Committee may provide that, if a participant’s employment or service terminates because of disability, all

options that are exercisable at the time of termination may be exercised for a period of one year (or such other
period as it determines). However, in no case may an option be exercised after it expires.

AMENDMENT AND TERMINATION OF THE EQUITY INCENTIVE PLAN. The Board of Directors

""!. may modify or terminate the Equity Incentive Plan or any portion of the Equity Incentive Plan at any time,

except that an amendment that requires stockholder approval in order for the Equity Incentive Plan to continue to

i comply.with any law, regulation or stock exchange requirement will not be effective unless approved by the

requisite vote of our stockholders. In addition, the Equity Incentive Plan or any outstanding option may not be
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~~ statément of all rélevant federal tax™ provisions. "™ "

amended to decrease the exercise price of any outstanding option unless first approved by the requisite vote of
stockholders. No awards may be granted under the Equity Incentive Plan after the day prior to the tenth
anniversary of its adoption date, but awards granted prior to that time can continue after such time in accordance
with their terms.

CERTAIN FEDERAL INCOME TAX CONSEQUENCES OF OPTIONS. The following is a discussion
of certain federal income tax effects currently applicable to stock options granted under the Plan. The discussion
is a summary only, and the applicable law is sub_]ect to change Reference is }made to, the Code for a complete

Nongualified Stock Options { “NSOs”’) "'f;

An optionee generally will not recognize taxable income upon the grant of an NSO. Rather, at the time of
exercise of such NSO, the optionee will recognize ordinary income for income tax purposes in an amount equal
to the excess of the fair market value of the shares purchased over the exercise price. The Company will
generally be entitled to a tax deduction at such time and in the same amount that the optionee recognizes ordinary
income.

If shares acquired upon exercise of an NSO are later sold or exchanged, then the difference between the
amount received upon such sale, exchange or disposition and the fair market value of such stock on the date of
such exercise will generally be taxable as long-term or short-term capital gain or loss (if the stock is a capital
asset of the optionee) depending upon the length of time such shares were held by the optionee.

Incentive Stock Options (“ISOs”)

An optionee will not recognize any ordinary income (and the Company will not be permitted any deduction)
upon the grant or timely exercise of an ISO. However, the amount by which the fair market value of the Common
Stock on the exercise date of an ISO exceeds the purchase price generally will constitute an item which increases
the optionee’s “alternative minimum taxable income.’

Exercise of an ISO will be timely if made during its term and if the optionee remains an employee of the
Company or a subsidiary at all times during the period beginning on the date of grant of the ISO and ending on
the date three months before the date of exercise (or one year before the date of exercise in the case of a disabled
optionee, and without limit in the case of death). The tax consequences of an untimely exercise of an ISO will be
determined in accordance with the rules applicable to NSOs, discussed above.

If stock acquired pursuant to the timely exercise of an ISO is later disposed of, and if the stock is a capital
asset of the optionee, the optionee generally will recognize short-term or long-term capital gain or loss
(depending upon the length of time such shares were held by the optionee) equal to the difference between the
amount realized upon such sale and the exercise price. The Company, under these circumstances, will not be
entitled to any income tax deduction in connection with either the exercise of the ISO or the sale of such stock by
the optionee.

 If, however, stock acquired pursuant to the exercise of an ISO is disposed of by the optionee prior to the
expiration of two years from the date of grant of the ISO or within one year from the date such stock is
transferred to him or her upon exercise (a “disqualifying disposition”), any gain realized by the optionee
generally will be taxable at the time of such disqualifying disposition as follows: (i) at ordinary income rates to

i 3 the. extent of the difference between the exercise price and the lesser of the fair market value of the stock on the

date the ISO is exercised or the amount realized on such disqualifying disposition and (ii) if the stock is a capital

1 asset df the optionee, as short-term or long-term capital gain (depending upon the length of time such shares were
by o held by the optlonee) to the extent of any excess of the amount realized on such dlsquahfymg dlsposmon over



PROPOSAL #3: APPROVAL OF THE 2003 CASH INCENTIVE PLAN

The Board of Directors has adopted the 2003 Cash Incentive Plan the (“Cash Incentive Plan”), subject to
approval by stockholders, and recommends it for stockholder approval at the forthcoming Annual Meeting. The
Board of Directors believes it to be in the best interest of the Company to adopt the Cash Incentive Plan to
promote our long-term growth and profitability by providing management personnel with incentives to improve
stockholder value. -

oomir e The Cash Incentive Plan is designed to provide “‘performance-based..compensation-under-Section-162(m).ef-— —=—

the Code. Under Section 162(m) of the Code, the Company generally is not eligible for a federal income tax
deduction for compensation paid to the Company’s Chief Executive Officer or any of the four other most highly
compensated executive officers to the extent that they receive compensation of more than $1 million in any year.
However, compensation that is “performance-based” within the meaning of Section 162(m) of the Code is not
subject to these deduction limits. To be performance-based, among other requirements, the compensation must
be paid only upon the attainment of certain performance goals that have been approved by our stockholders.
Those goals are described below.

Vote Required

The affirmative vote of a majority of the shares present in person or by proxy at the Annual Meeting and
- entitled to vote on this proposal is required for approval of the Cash Incentive Plan.

The Board of Directors unanimously recommends that you vote FOR approval of the adoption of the Cash
Incentive Plan.

Cash Incentive Plan Description

The following is a brief description of the principal features of the Cash Incentive Plan. It does not purport
to be complete and is qualified in its entirety by the full text of the Cash Incentive Plan, which is attached hereto
as Exhibit C.

ADMINISTRATION. The Cash Incentive Plan will be administered by the Compensation Committee,
which shall have the authority in its sole discretion, subject to and not inconsistent with the express provisions of
I the Cash Incentive Plan, to administer the Cash Incentive Plan and to exercise all the powers and authorities
: either specifically granted under the Cash Incentive Plan or necessary or advisable in the administration of the
: Cash Incentive Plan, including, without limitation, the authority to grant awards; to determine the persons to
whom and the time or times at which awards shall be granted; to determine the terms, conditions, restrictions and
performance criteria, including applicable performance goals, relating to any award; to determine whether, to
what extent, and under what circumstances an award may be settled, cancelled, forfeited, or surrendered; to
construe and interpret the Cash Incentive Plan and any award; to prescribe, amend and rescind rules and
. regulations relating to the Cash Incentive Plan; to determine the terms and provisions of agreements evidencing
! award; and to make all other determinations deemed necessary or advisable for the administration of the Cash
Incentive Plan.

ELIGIBILITY. Awards may be granted under the Cash Incentive Plan to our officers and other key
employees, as selected by the Compensation Committee in its discretion.

TERMS OF AWARDS. The Compensation Committee in its discretion may determine the performance
period to which any award will relate. The performance period shall be either one, two or three years, which
| periods may overlap (or, for any individual who becomes a participant during any such petiod, the remainder of
~ the period). 'The Compensation Committee in its discretion may determine the performance goals applicable to
" each award, the minimum, target and maximum levels applicable to each performance goal, and the amounts
" payable under attainment of thresholds within such range. The minimum level reflects the level of performance
at which 80% of the performance goal is achieved and below which no payment shall be made; the target level
reflects the level of performance at which 100% of the performance goal is achieved; and the maximum level
i reflects the level of performance at which 120% of the performance goal is achieved.
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The payment of awards under the Cash Incentive Plan will be based upon the attainment of (or a specified
increase or decrease in) one or more of the following business criteria as determined by the Compensation
Committee and applied to a participant under the Cash Incentive Plan and/or a business unit of the Company or
its affiliates: (1) return on total stockholder equity; (2) earnings per share of our common stock; (3) net income
(before or after taxes); (4) earnings before all or any interest, taxes, depreciation and/or amortization (“EBIT,”
“EBITA,” or “EBITDA”); (5) gross revenue; (6) return on assets; (7) market share; (8) cost reduction goals; (9)
earnings from continuing operations, levels of expense, cost or liability; and (10) membership goals, in each case,

- +-as-applicable, as determined in accordance with generally accépted accounting-principles. Payments under such

awards will be made, in the case of employees covered under Section 162(m) of the Code, solely on account of
the attainment of such performance goals established in writing by the Compensation Committee not later than
the date on which 25% of the period of service to which the award relates has elapsed.

Unless otherwise determined by the Compensation Committee, an award will be paid in cash within a
reasonable period after the end of the applicable performance period. An award will be paid only if the
participant is employed by us on the day the bonus is to be paid. Awards for any performance period may be
expressed as a dollar amount or as a percentage of the participant's base salary. However, in no event will
payment to an employee covered under Section 162(m) of the Code exceed the lesser of (i) $2,000,000 multiplied
by the number of years in the performance period, or (ii) 200% of the employee's base salary during the
performance period multiplied by the number of years in the performance period.

Grants under the Cash Incentive Plan will be made in the discretion of the Compensation Committee and,
accordingly, are not yet determinable. In addition, benefits under the Cash Incentive Plan will depend on the
extent to which performance goals are attained. Consequently, it is not possible to determine the benefits that
might be received by participants under the Cash Incentive Plan.

AMENDMENT AND TERMINATION OF THE CASH INCENTIVE PLAN. Our Board of Directors or
the Compensation Committee may modify or terminate the Cash Incentive Plan or any portion of the Cash
Incentive Plan at any time, except that an amendment that requires stockholder approval in order for the Cash
Incentive Plan to continue to comply with Section 162(m) of the Code will not be effective unless approved by
the requisite vote of our stockholders. No amendment to the Cash Incentive Plan may be made if such
amendment will adversely affect any participant unless the participant consents to the amendment.
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"~ opportunity to make a statémiént if they desire t6 do so and aré expected to be available o respond to appropriate

PROPOSAL #4: APPOINTMENT OF AUDITORS

Upon the recommendation of its Audit Committee, the Board of Directors has appointed KPMG LLP to-
serve as our independent auditors for the 2003 fiscal year. KPMG LLP has been our auditors since 1994. We are
asking our stockholders to ratify the Board of Directors appointment of KPMG LLP as our independent auditors
for the 2003 fiscal year.

Representatives of KPMG LLP are expected to be present at the annual meeting. They will have an

questions.

Vote Required

The affirmative vote of a majority of the shares present in person or by proxy at the Annual Meeting and
entitled to vote on this proposal is required for ratification of the Board of Directors appointment of KPMG LLP
as our independent auditors.

The Board of Directors unanimously recommends a vote FOR such ratification.

INDEPENDENT PUBLIC ACCOUNTANTS’ FEES

The following table presents fees for professional audit services rendered by KPMG LLP for the audit of
AMERIGROUP Corporation’s annual financial statements for 2002, and fees billed for other services rendered
by KPMG LLP:

Audit fees, AMERIGROUP Corporation ...............c.oiivnnenn.. $315,000
Audit fees, PHP Holdings, Inc. ......... ... ... it 280,000
Audit fees, excluding auditrelated ........... ... .. ... oL, $595,000
All other fees:
Auditrelatedfees (1) .. ... it $287,032
Other non-audit services (2) ...ttt 237,149
Totalall otherfees ... e e e $524,181

(1) Audit related fees consisted primarily of information risk management control reviews not performed in
connection with the audit, acquisition due diligence assistance services, agreed-upon procedures
engagement related to regulatory requirements for the State of New Jersey, accounting research services and
audits of financial statements of employee benefit plans.

(2) Other non-audit services consisted of tax compliance and tax advisory services. The Audit Committee of the
Board of Directors has considered whether the provision of these services is compatible with maintaining
the independence of KPMG LLP and has concluded that it is compatible.

STOCKHOLDER PROPOSALS FOR 2004 ANNUAL MEETING

Under the rules and regulations of the SEC as currently in effect, any holder of at least $2,000 in market
value of our common stock who has held such securities for at least one year and who desires to have a proposal
presented in the Company’s proxy material for use in connection with the annual meeting of stockholders to be
held in May 2004 must transmit that proposal (along with his name, address, the number of shares of common
stock that he holds of record or beneficially, the dates upon which the securities were acquired, documentary
support for a claim of beneficial ownership and a statement of willingness to hold such common stock through

.. the date of the 2004 meeting) in writing not later than December 10, 2003. Under the Company’s by-laws, notice

of any other stockholder proposal to be made at the 2004 annual meeting of stockholders must be received not

- less than 60 days nor more than 90 days prior to the one year anniversary of the 2003 annual meeting. All
. proposals of stockholders intended to be presented at the next annual meeting must be sent to the Corporate

Secretary, AMERIGROUP Corporation, 4425 Corporation Lane, Virginia Beach, VA 23462.
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OTHER MATTERS

As of the date of this proxy statement, we do not know of any other matters to be presented at the annual
meeting other than those discussed in this proxy statement. If however, other matters are properly brought before
the annual meeting, your proxies will be able to vote those matters at their discretion.

Stanley F. Baldwin
Senior Vice President,
General Counsel and Secretary
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Exhibit A

AMERIGROUP CORPORATION
AUDIT COMMITTEE CHARTER

ROLE

The Audit Committee of the Board of Directors assists the Board of Directors (Board) in fulfilling its

~=.-~responsibility for oversight of the quality 4nd integrity of the accounting, auditing, and reporting practices of the
company, and such other duties as directed by the Board. The Audit Committee’s role includes a particular focus
on the qualitative aspects of financial reporting to 'é't}areholders, and on the company’s processes to manage
business and financial risk, and for compliance with significant applicable legal, ethical, and regulatory
requirements. The Audit Committee is directly responsible for the selection, appointment, compensation, and
oversight of the public accounting firm engaged to prepare or issue an audit report on the financial statements of
the Company.

MEMBERSHIP

The membership of the Audit Committee shall consist of at least three directors as determined by the Board
who are generally knowledgeable in financial and auditing matters, including at least one member with
accounting or related financial management expertise. Each member shall be free of any relationship that, in the
opinion of the Board, would interfere with his or her individual exercise of independent judgement. Applicable
laws and regulations shall be followed in evaluating a member’s independence. The chairperson shall be
appointed by the full Board.

COMMUNICATIONS/REPORTING

The public accounting firm shall report directly to the Audit Committee. The Audit Committee is expected
to maintain free and open communication with the public accounting firm, the internal auditors, and the
Company’s management. This communication shall include private executive sessions, at least annually, with
each of these parties. The Audit Committee chairperson shall report on Audit Committee activities to the full
Board.

EDUCATION

The company is responsible for providing the Audit Committee with educational resources related to
accounting principles and procedures, current accounting topics pertinent to the Company and other material as
may be requested by the Audit Committee. The Company shall assist the Audit Committee in maintaining
appropriate financial literacy.

AUTHORITY

In discharging its oversight role, the Audit Committee is empowered to investigate any matter brought to its
attentxon with full power to retain outside counsel or other experts for this purpose.
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RESPONSIBILITIES -

The Audit Committee’s specific responsibilities in carrying out its oversight role are delineated in the Audit
Committee Responsibilities Checklist. The responsibilities checklist will be updated annually to reflect changes
in regulatory requirements, authoritative guidance, and evolving oversight practices. As the compendium of
Audit Committee responsibilities, the most recently updated responsibilities checklist will be considered to be an

-addendum to this charter. -

The Audit Committee relies on the expertise and knowledge of management, the internal auditors, and the
public accounting firm in carrying out its oversight responsibilities. Management of the Company is responsible
for determining the Company’s financial statements*are complete, accurate, and in accordance with generally
accepted accounting principles. The public accounting firm is responsible for auditing the Company’s financial
statements. It is not the duty of the Audit Committee to plan or conduct audits, to determine that the financial
statements are complete and accurate and are in accordance with generally accepted accounting principles, to
conduct investigations, or to assure compliance with laws and regulations or the Company’s internal policies,
procedures, and controls.
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AMERIGROUP CORPORATION
AUDIT COMMITTEE RESPONSIBILITIES CHECKLIST

WHEN PERFORMED
Audit Committee Meetings

As
Winter | Spring | Summer | Fall | Necessary

1 Ve_n'fif the Audit Committee consists of a minimum of three. members who are.|._ .. |- -} . =} <o fn= - -
generally knowledgeable in financial and auditing matters, including at least
one member with accounting or related financial management expertise. X

2 |Review the independence of each Audit Committee meriber based on
SEC, NYSE and other applicable rules. R X

3 | Verify that no member of the Audit Committee shall receive any
compensation from the Company, other than fees for serving on the Board
of Directors or any of its Committees. X

4 | Meet four times per year or more frequently as circumstances require and
ensure accurate records and minutes of Audit Committee activities are
maintained. The Audit Committee may ask members of management or
others to attend the meeting and provide pertinent information as necessary. X X X X X

5 | Prepare the agenda for Audit Committee meetings in consultation between the
Audit Committee chair (with input from the Audit Committee members),
finance management, the general auditor, and the public accounting firm. X X X X X

6 | Provide an open avenue of communication between the internal auditors,
the public accounting firm, finance management and the Board of
Directors. Report Audit Committee actions to the Board of Directors with
such recommendations as the Audit Committee deems appropriate. X

7 |Review and update the Audit Committee Charter and responsibilities
checklist annually. X

8 | Select, appoint, approve the compensation of, and provide oversight of the
public accounting firm. X

9 | Approve in advance the audit and non-audit work to be performed by the
public accounting firm. Between meetings the Chair may act on behalf of
the Audit Committee. X X

10 | Ensure that the public accounting firm submit annually an auditor’s
statement and discuss any relationships or services disclosed that may
impact the quality of their services or their objectivity and independence. X

11 | Review with the general auditor, the public accounting firm and finance
management the audit scope and plan, and coordination of audit efforts to
assure completeness of coverage, reduction of redundant efforts, the
effective use of audit resources, and the use of independent public
accountants other than the appointed auditors. X X

Review with finance management and the public accounting firm at the
completion of the annual audit:

A. The Company’s annual financial statements and related footnotes.

B. The public accounting firm’s audit of the financial statements and its
report thereon.

C. Any significant changes required in the public accounting firm’s audit plan.
D. Any serious difficulties or disputes with management encountered
during the course of the audit.

E. Other matters related to the conduct of the audit which are to be
communicated to the Committee under generally accepted auditing
standards. X

Consider aﬁmually the public accountant’s judgements regarding the quality
and appropriateness of the Company's accounting policies and consider and
approve significant changes. X




AMERIGROUP CORPORATION
AUDIT COMMITTEE RESPONSIBILITIES CHECKLIST

WHEN PERFORMED

Audit Committee Meetings

Winter

Spring

Summer

Fall

As

Necessary

14

Review and concur in the appointment, replacement, reassignment,
dismissal and compensation of the General Auditor.

X

15

16 |

Annually approve the budget and staffing of the Internal Audit Department

Review and approve the charter of the Internal Audit Department

17

Consider and review with management and the general auditor:

A. Significant findings noted during the year and management's response
thereto. ;

B. Any difficulties encountered in the course of their audits, including any
restrictions on the scope of their work, access to required information or
what they reported.

C. Any significant changes required in planned scope of their audit plan.

18

Consider and review with the general auditor and the public accounting
firm:

A. The adequacy of the Company’s internal controls including
computerized information system controls and security.

B. Any related significant findings and recommendations of the
independent public accountants and internal audit together with
management’s response.

19

Discuss annually the guidelines and policies governing the process by
which senior management and the relevant functions identify, assess and
manage the Company’s exposure to risk.

20

Inquire of finance management, the general auditor, and the public
accounting firm about the significant risks or exposures and assess the
steps management has taken to minimize such risk to the Company.

21

Review with finance management any significant changes to GAAP and/or
AAP policies or standards.

22

Review policies and procedures with respect to transactions between the
Company and officers and directors, or affiliates of officers or directors,
or transactions that are not a normal part of the Company's business.

23

Participate ini a telephonic meeting among finance management, the public
accounting firm and the general auditor prior to earnings releases.

24

Review the periodic reports of the Company with finance management, the
public accounting firm and the general auditor prior to filing of the
reports with the SEC.

25

In connection with each periodic report of the Company review:

A. Management’s disclosure to the Committee under Section 302 of the
Sarbanes-Oxley Act.

B. The contents of the Chief Executive Officer and the Chief Financial
Officer certificates to be filed under Sections 302 and 906 of the Act.

26

Review filings (including interim reporting) with SEC and other published
documents containing the Company’s financial statements and consider
whether the information contained in these documents is consistent with
the information contained in the financial statements before it is filed =
with the SEC or other regulators.

27

Monitor the appropriate standards adopted as a code of conduct for
AMERIGROUP Corporation. Review with finance management and the
Geperal Counsel the results of the review of the Company’s monitoring
compliance with such standards and its compliance policies.

28

Review legal and regulatory matters that may have material impact on the
financial statements, related Company policies, and programs including
securities trading policies and reports received from regulators.
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AMERIGROUP CORPORATION -
AUDIT COMMITTEE RESPONSIBILITIES CHECKLIST

WHEN PERFORMED
Audit Committee Meetings

Winter

Spring

Summer

Fall

As
Necessary

29

Meet with the public accounting firm in executive sessions to discuss any
matters that the Audit Committee or the public accounting firm believe
should be discussed privately with the Audit Committee.

130-

Meet with the general auditor in-executive sessions-to discuss any matters— | -

that the Audit Committee or the general auditor believe should be
discussed privately with the Audit Committee.

31

Meet with finance management in executive session to dlscuss any matters
that the Audit-Committee or finance management believe should be
discussed with the Audit Committee.

32

Review and insure that there are in place processes and procedures which
allow for the confidential and anoriymous submission of complaints by
employees.

33

Establish procedures for the treatment of complaints received by the
Company regarding accounting matters.

34

The Audit Committee shall have the power to conduct or authorize
investigations into any matters within the Audit Committee’s scope of
responsibilities. The Audit Committee shall be empowered to retain
independent counsel, accountants, or others to assist it in the conduct of
any investigation.

35

Annually report to the Board of Directors on the performance, activities
and actions of the Audit Committee.

36

Prepare the SEC required report for inclusion in the Company’s annual
proxy statement.

37

Adopt hiring policies for employees or former employees of the
independent auditors.

38

The Audit Committee will perform such other functions as assigned by
law, the Company's charter or bylaws, or the Board of Directors.
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Exhibit B

AMERIGROUP CORPORATION
2003 EQUITY INCENTIVE PLAN

Section 1. Purpose of Plan.

ie z=- oo —=emoe—-=The name of- this plan is the AMERIGROUP “Corporation 2003 Equity Incentive Plan (the “Plan™).” The™

purpose of the Plan is to provide additional incentive to those officers, employees, and nonemployee directors of
the Company and its Parents, Subsidiaries and Affiliates (as hereinafter defined) whose contributions are
essential to the growth and success of the Company’s ‘business, in order to strengthen the commitment of such
persons to the Company and its Parents, Subsidiaries and Affiliates, motivate such persons to faithfully and
diligently perform their responsibilities and attract and retain competent and dedicated persons whose efforts will
result in the long-term growth and profitability of the Company and its Parents, Subsidiaries and Affiliates. To
accomplish such purposes, the Plan provides that the Company may grant Incentive Stock Options, Nonqualified
Stock Options, Stock Appreciation Rights, Restricted Stock, Restricted Stock Units, Stock Bonuses and Other
Awards. The Plan is intended to satisfy the requirements of section 162(m) of the Code and shall be interpreted
in a manner consistent with the requirements thereof.

Section 2. Definitions.
For purposes of the Plan, the following terms shall be defined as set forth below:

(a) “Administrator” means the Board, or if and to the extent the Board does not administer the Plan, the
Committee, in accordance with Section 3 hereof.

(b) “Affiliate” means any corporation 50% or more of the voting power of the outstanding voting
securities of which is owned by the Company, its Parents or its Subsidiaries, or by any other Affiliate.

(c) “Award” means an award of Incentive Stock Options, Nonqualified Stock Options, Stock Appreciation
Rights, Restricted Stock, Restricted Stock Units, Stock Bonus or Other Awards under the Plan.

(d) “Award Agreement” means, with respect to any Award, the written agreement between the Company
and the Participant setting forth the terms and conditions of the Award.

{¢) “Board” means the Board of Directors of the Company.

(f) “Cause” means, unless a Participant is a party to a written employment agreement with the Company,
Parent, Subsidiary or Affiliate which contains a definition of “cause,” “termination for cause,” or any other
similar term or phrase, in which case “Cause” shall have the meaning set forth in such agreement, conduct
involving one or more of the following: (i) the substantial and continuing failure of the Participant to render
services to the Company or any Parent, Subsidiary or Affiliate in accordance with the Participant’s obligations
and position with the Company, Parent, Subsidiary or Affiliate, after 30 day’s notice from the President of the
Company or any Parent, Subsidiary or Affiliate, such notice setting forth in reasonable detail the nature of such
failure, and in the event the Participant fails to cure such breach or failure within 30 days of notice from the

_ Company or any Parent, Subsidiary or Affiliate, if such breach or failure is capable of cure; (ii) dishonesty, gross
‘negligence, brgach of fiduciary duty; (iii) the commission by the Participant of an act of fraud or embezzlement,
““as found by a court of competent jurisdiction; (iv) the conviction of the Participant of a felony; or a (v) material
. Ebreach of the terms of an agreement with the Company or any Parent, Subsidiary or Affiliate, provided that the
‘Company or any Parent, Subsidiary or Affiliate provides the Participant with adequate notice of such breach and

the Participant fails to cure such breach, if the breach is reasonably curable, within thirty (30) days after receipt
‘of such notice.



(g) “Change in Capitalization” means any increase, reduction, or change or exchange of Shares for a
different number or kind of shares or other securities or property by reason of a reclassification, recapitalization,
merger, consolidation, reorganization, issuance of warrants or rights, stock dividend, stock split or reverse stock
split, combination or exchange of shares, repurchase of shares, change in corporate structure or otherwise; or any
other corporate action, such as declaration of a special dividend, that affects the capitalization of the Company.

o '(h)_ “Change in Control” means the first to occur of any on§ of the events set forth in the following
paragraphs: ' ’ T cToTt T T e

(1) any Person is or becomes the “Benefiéial Owner” (as defined in Rule 13d-3 under the Exchange
Act), directly or indirectly, of securities of the Company (not including in the securities Beneficially Owned
by such Person any securities acquired directly from the Company) representing 25% or more of the
Company’s then outstanding securities, excluding any Person who becomes such a Beneficial Owner in
connection with a transaction described in clause (A) of paragraph (iii);

(i1) the following individuals cease for any reason to constitute a majority of the number of directors
then serving: individuals who, on the Effective Date of the Plan, constitute the Board of Directors and any
new director (other than a director whose initial assumption of office is in connection with an actual or
threatened election contest, including but not limited to a consent solicitation, relating to the election of
directors of the Company) whose appointment or election by the Board of Directors or nomination for
election by the Company’s stockholders was approved or recommended by a vote of at least two-thirds (2/3)
of the directors then still in office who either were directors on the Effective Date of the Plan or whose
appointment, election or nomination for election was previously so approved or recommended;

(iii) there is consummated a merger or consolidation of the Company with any other corporation
other than (A) a merger or consolidation which results in the directors of the Company immediately prior to
such merger or consolidation continuing to constitute at least a majority of the board of directors of the
Company, the surviving entity or any parent thereof, or (B) a merger or consolidation effected to implement
a recapitalization of the Company (or similar transaction) in which no Person is or becomes the Beneficial
Owner, directly or indirectly, of securities of the Company (not including in the securities Beneficially
Owned by such Person any securities acquired directly from the Company) representing 25% or more of the
combined voting power of the Company’s then outstanding securities; or

(iv) the stockholders of the Company approve a plan of complete liquidation or dissolution of the
Company or there is consummated an agreement for the sale or disposition by the Company of all or
substantially all of the Company’s assets, other than a sale or disposition by the Company of all or
substantially all of the Company’s assets to an entity at least a majority of the board of directors of which
comprises individuals who were directors of the Company immediately prior to such sale or disposition.

(1) “Code” means the Internal Revenue Code of 1986, as amended from time to time, or any successor
thereto.

() “Committee” means any committee or subcommittee the Board may appoint to administer the Plan. If
at any time or to any extent the Board shall not administer the Plan, then the functions of the Administrator
specified in the Plan shall be exercised by the Committee. Unless otherwise determined by the Board, the
composition of the Committee shall at all times consist solely of persons who are (i) “Nonemployee Directors” as
defined in Rule 16b-3 issued under the Exchange Act, and (ii) “outside directors” as defined in section 162(m) of
the Code.

(k) “Common Stock” means the common stock, par value $0.01 per share, of the Company.
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(1) “Company” means AMERIGROUP Corporation, a Delaware corporation (or any successor
corporation).

(m) “Disability” means (1) any physical or mental condition that would qualify a Participant for a
disability benefit under any long-term disability plan maintained by the Company (or by the Parent, Subsidiary or
Affiliate by which he is employed); (2) when used in connection with the exercise of an Incentive Stock Option
following termination of employment, disability within the meaning of section 22(e)(3) of the Code; or (3) such

(n) “Eligible Recipient” means an employee, officer or director (including a nonemployee director) of the
Company or of any Parent, Subsidiary or Affiliate. 3

(o) “Exchange Act” shall mean the Securities Exchange Act of 1934, as amended from time to time.

{p) “Exercise Price” means the per share price at which a holder of an Option may purchase the Shares
issuable upon exercise of the Option.

(@) “Fair Market Value” of a share of Common Stock as of a particular date shall mean (1) the closing sale
price reported for such share on the national securities exchange or national market system on which such stock
is principally traded on the last day preceding such date on which a sale was reported, or (2) if the shares of
Common Stock are not then listed on a national securities exchange or national market system, or the value of
such shares is not otherwise determinable, such value as determined by the Administrator in good faith in its sole
discretion.

(r) “Freestanding SAR” means an SAR that is granted independently of any Options, as described
Section 11 hereof.

(s) “Immediate Family” means any child, stepchild, grandchild, parent, stepparent, grandparent, spouse,
sibling, mother-in-law, father-in-law, son-in-law, daughter-in-law, brother-in-law or sister-in-law, including
adoptive relationships of the Participant; trusts for the benefit of such immediate family members; or partnerships
in which such immediate family members are the only partners.

(t) “Incentive Stock Option” shall mean an Option that is an “incentive stock option” within the meaning
of section 422 of the Code, or any successor provision, and that is designated by the Committee as an Incentive
Stock Option.

(u) “Nonqualified Stock Option” means any Option that is not an Incentive Stock Option, including any
Option that provides (as of the time such Option is granted) that it will not be treated as an Incentive Stock
Option.

(v) “Option” means an Incentive Stock Option, a Nonqualified Stock Option, or either or both of them, as
the context requires.

(w) “Other Award” means an Award granted pursuant to Section 13 hereof.

(x) “Parent” means any corporation (other than the Company) in an unbroken chain of corporations ending
" with the Company, if each of the corporations in the chain (other than the Company) owns stock possessing 50%
or more of the combined voting power of all classes of stock in one of the other corporations in the chain.

(y) “Participant” means any Eligible Recipient selected Aby the Administrator, pursﬁant to the
‘Administrator’s authority in Section 3 hereof, to receive grants of Options or Stock Appreciation Rights or

3
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awards of Restricted Stock, Restricted Stock Units, Stock Benus or Other Awards. A Participant who receives
the grant of an Option is sometimes referred to herein as “Optionee.”

(z) “Performance Goal” shall mean one or more of the following business criteria applied to a Participant
and/or a business unit or the Company and/or a Subsidiary: (1) return on total stockholder equity; (2) earnings
per share of Common Stock; (3) net income (before or after taxes); (4) earnings before all or any interest, taxes,
depreciation and/or amortization (“EBIT”, “EBITA”, or “EBITDA”); (5) gross revenue; (6) return on assets;

" (7) market share; {8) cost reduction goals; (9) earnings from continuing Operations, levels of expense, cost of

liability; (10) membership goals, and (11) any combination of, or a specified increase or decrease of one or more
of the foregoing over a specified period, in each case, as applicable, as determined in accordance with generally
accepted accounting principles.

{aa) “Person” shall have the meaning given in section 3(a)(9) of the Exchange Act, as modified and used
in sections 13(d) and 14(d) thereof, except that such term shall not include (i) the Company or any of its
subsidiaries, (ii) a trustee or other fiduciary holding securities under an employee benefit plan of the Company or
any of its Affiliates, (iii) an underwriter temporarily holding securities pursuant to an offering of such securities,
or (iv) a corporation owned, directly or indirectly, by the stockholders of the Company in substantially the same
proportions as their ownership of stock of the Company.

(bb) ‘“Restricted Stock Unit” means the right to receive a Share or the Fair Market Value of a Share in cash
granted pursuant to Section 9 hereof.

(cc) “Restricted Stock” means Shares subject to certain restrictions granted pursuant to Section 8 hereof.
(dd) “Shares” means shares of Common Stock and any successor security.

(ee) “Stock Appreciation Right” or “SAR” means an Award, granted alone or in connection with a related
Option, designated as an SAR, pursuant to Section 11 hereof.

(ff) “Stock Bonus” means the right to receive a Share granted pursuant to Section 10 -hereof.

(gg) “Subsidiary” means any corporation (other than the Company) in an unbroken chain of corporations
beginning with the Company, if each of the corporations (other than the last corporation) in the unbroken chain
owns stock possessing 50% or more of the total combined voting power of all classes of stock in one of the other
corporations in the chain.

(hh) “Tandem SAR” means an SAR that is granted in connection with a related Option pursuant to
Section 11 hereof, the exercise of which shall require forfeiture of the right to purchase a Share under the related
Option (and when a Share is purchased under the Option, the Tandem SAR shall similarly be canceled).

Section 3. Administration.

(a) The Plan shall be administered by the Board or, at the Board’s sole discretion, by the Committee,

" which shall serve at the pleasure of the Board. Pursuant to the terms of the Plan, the Administrator shall have the
* power and authority, without limitation:

(i) to select those Eligible Recipients who shall be Participants;
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- (ii) to determine whether and to- what extent Options-or Stock Appreciation Rights or awards of
Restricted Stock, Restricted Stock Units, Stock Bonus or Other Awards are to be granted hereunder to
Participants; i

(iii) to determine the number of Shares to be covered by each Award granted hereunder;

(iv) to determine the terms and conditions, not inconsistent with the terms of the Plan of each Award

granted hereunder; : Ll e mTToa s o R T e

(v) to determine the terms and conditions, not inconsistent with the terms of the Plan, which shall
govern all written instruments evidencing Optlons or Stock Appreciation Rights or awards of Restricted
Stock, Restricted Stock Units, Stock Bonus or Other Awards granted hereunder;

(vi) to adopt, alter and repeal such administrative rules, guidelines and practices governing the Plan
as it shall from time to time deem advisable; and

(vii) to interpret the terms and provisions of the Plan and any Award issued under the Plan (and any
Award Agreement relating thereto), and to otherwise supervise the administration of the Plan.

(b) The Administrator may, in its absolute discretion, without amendment to the Plan, (i) accelerate the
date on which any Option or SAR granted under the Plan becomes exercisable, waive or amend the operation of
Plan provisions respecting exercise after termination of employment or otherwise adjust any of the terms of such
Option or SAR, and (ii) accelerate the lapse of restrictions, or waive any condition imposed hereunder, with
respect to any Restricted Stock, Restricted Stock Units, Stock Bonus or Other Awards or otherwise adjust any of
the terms applicable to any such Award; provided that no action under this Section 3(b) shall adversely affect any
outstanding Award without the consent of the holder thereof.

(¢c) All decisions made by the Administrator pursuant to the provisions of the Plan shall be final,
conclusive and binding on all persons, including the Company and the Participants. No member of the Board or
the Committee, nor any officer or employee of the Company acting on behalf of the Board or the Committee,
shall be personally liable for any action, determination, or interpretation taken or made in good faith with respect
to the Plan, and all members of the Board or the Committee and each and any officer or employee of the
Company acting on their behalf shall, to the extent permitted by law, be fully indemnified and protected by the
Company in respect of any such action, determination or interpretation.

(d) The Committee in its discretion may condition entitlement to an Award in whole or in part on the
attainment of one or more Performance Goals. The Committee shall establish any such Performance Goal not
later than 90 days after the commencement of the period of service to which the Award relates (or if less, 25% of
such period of service), and once granted, the Committee may not have discretion to increase the amount payable
under such Award, provided, however, that whether or not an Award is intended to constitute qualified
performance based compensation within the meaning of section 162(m) of the Code, the Committee shall have
the authority to make appropriate adjustments in Performance Goals under an Award to reflect the impact of
extraordinary items not reflected in such Performance Goals. For purposes of the Plan, extraordinary items shall
be defined as (1) any profit or loss attributable to acquisitions or dispositions of stock or assets, (2) any changes
in accounting standards that may be required or permitted by the Financial Accounting Standards Board or
adopted by the Company after the goal is established, (3) all items of gain, loss or expense for the year related to

_restructuring charges for the Company, (4) all items of gain, loss or expense for the year determined to be
. extraordinary or unusual in nature or infrequent in occurrence or related to the disposal of a segment of a
busmess (5) all items of gain, loss or expense for the year related to discontinued operations that do not qualify
-as a segment of a business as defined in APB Opinion No.-30, and (6) such other items as may be prescribed by
! ; SCCthIl 162(m) of the Code and the Treasury Regulations thereunder as may be in effect from time to time, and
' a.ny ‘amendments, revisions or successor provisions and any changes thereto.




(e) Subjectto section 162(m) of the Code and except as required by Rule~16b-3 under the Exchange Act
with respect to grants of Awards to individuals who are subject to section 16 of the Exchange Act, or as
otherwise required for compliance with Rule 16b-3 under the Exchange Act or other applicable law, the
Committee may delegate all or any part of its authority under the Plan to an employee, employees or committee
of employees of the Company or any Subsidiary.

Section 4. Shares Reserved for Issuance Under the Plan.

(a) The total number of Shares reserved and available for issuance under the Plan shall be (i) the sum of
(I) 1,650,000 Shares, plus (II) 2,249,500 Shares (the maximum number of shares authorized for issuance under
the Company’s 1994 Stock Plan), plus (III) 2,064,000 Shares (the maximum number of shares authorized for
issuance under the Company’s 2000 Equity Incentive Plan, determined without regard to the Company’s 1994
Stock Plan), minus (ii) the number of Shares actually issued (whether before, on or after the Effective Date of
this Plan) under the Company’s 1994 Stock Plan and the Company’s 2000 Equity Incentive Plan. Such Shares
may consist, in whole or in part, of authorized and unissued Shares or treasury shares. The grant of any
Restricted Stock Units or SARs that may be settled only in cash shall not reduce the number of shares of
Common Stock with respect to which Awards may be granted pursuant to the Plan.

(b) To the extent that (i) an Option expires or is otherwise cancelled or terminated without being exercised
as to the underlying Shares, (ii) any Shares subject to any award of Stock Appreciation Rights, Restricted Stock,
Restricted Stock Unit, Stock Bonus or Other Awards are forfeited, (iii) payment for an Option upon exercise is
made with Shares or (iv) Shares are withheld from payment of an Award in satisfaction of any federal, state or
local tax withholding requirements, such Shares shall again be available for issuance in connection with future
Awards granted under the Plan.

(c) The aggregate number of Shares with respect to which Awards (including Awards payable in cash but
denominated in Common Stock, i.e., cash-settled Restricted Stock Units) may be granted to any individual
Participant during any calendar year shall not exceed 500,000, and the aggregate number of Shares with respect
to which Restricted Stock, Restricted Stock Units, or Stock Bonus Awards may be granted to any individual
Participant during any calendar year shall not exceed 300,000. The aggregate number of Shares with respect to
which Restricted Stock, stock-settled Restricted Stock Units, or Stock Bonus Awards may be granted shall not
exceed 500,000.

Section 5. Equitable Adjustments.

In the event of any Change in Capitalization, an equitable substitution or proportionate adjustment shall be
made in (i) the aggregate number and/or kind of shares of common stock reserved for issuance under the Plan,
(ii) the kind, number and/or option price of shares of stock or other property subject to outstanding Options and
Stock Appreciation Rights granted under the Plan, and (iii) the kind, number and/or purchase price of shares of
stock or other property subject to outstanding awards of Restricted Stock, Restricted Stock Units and Other
Awards granted under the Plan, in each case as may be determined by the Administrator, in its sole discretion.
Such other equitable substitutions or adjustments shall be made as may be determined by the Administrator, in its
sole discretion. Without limiting the generality of the foregoing, in connection with a Change in Capitalization,
the Administrator may provide, in its sole discretion, for the cancellation of any outstanding Awards in exchange
for payment in cash or other property of the Fair Market Value of the Shares covered by such Awards reduced, in
the case of Options, by the Exercise Price thereof, and in the case of Stock Appreciation Rights, by the grant
price thereof, or by any other applicable purchase price.

Section 6. Eligibility.

The Participants under the Plan shall be selected from time to time by the Administrator, in its sole
discretion, from among Eligible Recipients. The Administrator shall have the authority to grant to any Eligible
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Recipient Incentive Stock Options, Nonqualified Stock Options, Stock- Appreciation Rights, Restricted Stock,
Restricted Stock Units, a Stock Bonus or Other Awards, provided that directors of the Company or any Parent,
Subsidiary or Affiliate who are not also employees of the Company or of any Parent or Subsidiary may not be
granted Incentive Stock Options.

Section 7. Opfions.

e el ——e(@)—-General:  Optionsmay be granted alone or in addition to othier Awards granted under the Plan. Any

Option granted under the Plan shall be evidenced by an Award Agreement in such form as the Administrator may
from time to time approve. The provisions of each Option need not be the same with respect to each Participant.
Participants who are granted Options shall enter into ah Award Agreement with the Company, in such form as
the Administrator shall determine, which Award Agreement shall set forth, among other things, the Exercise
Price of the Option, the term of the Option and provisions regarding exercisability of the Option granted
thereunder. The Options granted under the Plan may be of two types: (i) Incentive Stock Options and
(ii) Nonqualified Stock Options. To the extent that any Option does not qualify as an Incentive Stock Option, it
shall constitute a separate Nonqualified Stock Option. More than one Option may be granted to the same
Participant and be outstanding concurrently hereunder. Options granted under the Plan shall be subject to the
terms and conditions set forth in paragraphs (b)-(j) of this Section 7 and shall contain such additional terms and
conditions, not inconsistent with the terms of the Plan, as the Administrator shall deem desirable.

(b) Exercise Price. The per share Exercise Price of Shares purchasable under an Option shall be
determined by the Administrator in its sole discretion at the time of grant but shall not be less than 100% of the
Fair Market Value per Share on such date (or, in the case of Incentive Stock Options, 110% of the Fair Market
Value per Share on such date if, on such date, the Eligible Recipient owns (or is deemed to own under the Code)
stock possessing more than 10% (a “Ten Percent Owner”) of the total combined voting power of all classes of
Common Stock).

(c) Option Term. The term of each Option shall be fixed by the Administrator, but no Option shall be
exercisable more than ten years after the date such Option is granted. If the Eligible Participant is a Ten Percent
Owner, an Incentive Stock Option may not be exercisable after the expiration of five years from the date such
Incentive Stock Option is granted.

(d) Exercisability. Options shall be exercisable at such time or times and subject to such terms and
conditions, including the attainment of preestablished corporate performance goals, as shall be determined by the
Administrator in the Award Agreement or after the time of grant, provided that no action under this Section 7(d)
following the time of grant shall adversely affect any outstanding Option without the consent of the holder
thereof. The Administrator may also provide that any Option shall be exercisable only in installments, and the
Administrator may waive such installment exercise provisions at any time, in whole or in part, based on such
factors as the Administrator may determine in its sole discretion.

(e) Method of Exercise. Options may be exercised in whole or in part by giving written notice of
exercise to the Company specifying the number of Shares to be purchased, accompanied by payment in full of
the aggregate Exercise Price of the Shares so purchased in cash or its equivalent, as determined by the
Administrator. As determined by the Administrator, in its sole discretion, payment in whole or in part may also
be made (i} by means of any cashless exercise procedure approved by the Administrator, (ii) in the form of
unrestricted Shares already owned by the Optionee for at least six months on the date of surrender or by the
withholding of Shares that would otherwise be issued pursuant to the option exercise, in each case to the extent
the Shares have a Fair Market Value on the date of surrender equal to the aggregate option price of the Shares as
to which such"éOprtion shall be exercised, provided that, in the case of an Incentive Stock Option, the right to
“make payment in the form of already owned Shares or withheld shares may be authorized only at the time of
" grant, or (iii) any combination of the foregoing.




(f) Rights as Stockholder. An Optionee shall have-no rights to- dividends or any_ other rights -of a
stockholder with respect to the Shares subject to the Option until the Optionee has given written notice of
exercise, has paid in full for such Shares, and has satisfied the requirements of Section 16 hereof.

(g) Nontransferability of Options. The Optionee shall not be permitted to sell, transfer, pledge or assign
any Option other than by will and the laws of descent and distribution and all Options shall be exercisable during
the Participant’s lifetime only by the Participant, in each case, except as set forth in the following two sentences.

s e - ——Pyyring an- Optionee®s-lifetime;-the- Administrator-may;-in-its discretions-permit-the-transfer; assignment or other---
encumbrance of an outstanding Option if such Option is a Nonqualified Stock Option or an Incentive Stock
Option that the Administrator and the Participant intend to change to a Nonqualified Stock Option. Subject to the
approval of the Administrator and to any condition$ that the Administrator may prescribe, an Optionee may,
upon providing written notice to the Company, elect to transfer any or all Options described in the preceding
sentence (i) to members of his or her Immediate Family, provided that no such transfer by any Participant may be
made in exchange for consideration, or (ii) by instrument to an inter vivos or testamentary trust in which the
Options are to be passed to beneficiaries upon the death of the Participant.

(h) Termination of Employment or Service. Except as otherwise provided in an Award Agreement, if a
Participant’s employment with or service as a director of the Company or any Parent, Subsidiary or Affiliate
terminates for any other reason than Cause, (i) Options granted to such Participant, to the extent that they are
exercisable at the time of such termination, shall remain exercisable for a period of not less than 90 days after
such termination (one year in the case of termination by reason of death or Disability), on which date they shall
expire, and (ii) Options granted to such Optionee, to the extent that they were not exercisable at the time of such
termination, shall expire on the date of such termination. In the event of the termination of an Optionee’s
employment for Cause, all outstanding Options granted to such Participant shall expire on the date of such
termination. Notwithstanding the foregoing, no Option shall be exercisable after the expiration of its term.

(i) Limitation on Incentive Stock Options. To the extent that the aggregate Fair Market Value of Shares
with respect to which Incentive Stock Options are exercisable for the first time by an Optionee during any
calendar year under the Plan and any other stock option plan of the Company shall exceed $100,000, such
Options shall be treated as Nonqualified Stock Options. Such Fair Market Value shall be determined as of the
date on which each such Incentive Stock Option is granted.

(j). Nonemployee Director Stock Options. The provisions of this Section 7(j) shall apply only to grants of
Nongqualified Stock Options to a member of the Board who is not an employee of the Company (a “Nonemployee
Director™). '

(i) General. Nonemployee Directors shall receive Nonqualified Stock Options under the Plan only
subject to the special rules set forth in this Section 7(j). The exercise price per share of Common Stock
purchasable pursuant to a Nonqualified Stock Option granted to Nonemployee Director shall be the Fair
Market Value of a Share of Common Stock on the date of grant.

(ii) Timing of Grant. Immediately following his or her first election or appointment to the Board,
each Nonemployee Director shall be granted a Nonqualified Stock Option to purchase such number of
Shares of Common Stock (including no Shares) as may be determined by the Administrator in its sole
discretion, and immediately following each annual meeting of stockholders, each Nonemployee Director
(other than a Nonemployee Director who is first appointed or elected to the Board at that meeting) shall be
granted a Nonqualified Stock Option to purchase such number of Shares of Common Stock (including no
Shares) as may be determined by the Administrator in its sole discretion. :

(iiiy Method and Time of Payment. Each Nonqualified Stock Option grrantedrt;ndcr this Section 7(3)
shall be exercised in the manner described in Section 7(e).
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(iv) Term and Exercisability. Each Nonqualified Stock Option grantéd under this Section 7(j) shall
(1) become exercisable as the Administrator in its sole discretion may provide in an applicable Award
Agreement and (2) expire ten years from the date of grant.

(v) Termination. Except as the Administrator in its sole discretion may otherwise provide in an
applicable Award Agreement, and subject to the Administrator’s amendment authority pursuant to
Section 14, in the event of the termination of a Nonemployee Director’s service with the Company other

than for Cause, any outstanding Nonqualified Stock Option held by such Nonemployec Director under this. ... .

"“Section 7(j), to the extent that it is exercisable on the date of such termination, may be exercised by such
Nonemployee Director (or, if applicable, by his or her executors, administrator, legatees or distributees)
during such period as may be provided in the Awagd Agreement (or as may be otherwise determined by the
Administrator) but in no event following the expiration of such Nonqualified Stock Option, and the
remainder of the Nonqualified Stock Option which is not exercisable on the date of such termination shall
expire upon such termination. In the event of the termination of a Nonemployee Director’s service with the
Company for Cause, all outstanding Nonqualified Stock Options granted to such Nonemployee Director
shall expire. For purposes of the Plan, any termination of a Nonemployee Director’s service with the
Company shall be deemed not to occur if the Nonemployee Director continues to serve as consultant,
employee or in any other capacity.

Section 8. Restricted Stock.

(a) General. Awards of Restricted Stock may be issued either alone or in addition to other Awards
granted under the Plan and shall be evidenced by an Award Agreement. The Administrator shall determine the
Eligible Recipients to whom, and the time or times at which, Awards of Restricted Stock shall be made; the
number of Shares to be awarded; the price, if any, to be paid by the Participant for the acquisition of Restricted
Stock; and the Restricted Period (as defined in Section 8(d)) applicable to awards of Restricted Stock. The
provisions of the awards of Restricted Stock need not be the same with respect to each Participant.

(b) Purchase Price. The price per Share, if any, that a Recipient must pay for Shares purchasable under
an award of Restricted Stock shall be determined by the Administrator in its sole discretion at the time of grant.

(¢) Awards and Certificates. The prospective recipient of an Award of Restricted Stock shall not have
any rights with respect to any such Award, unless and until such recipient has executed an Award Agreement
evidencing the Award and delivered a fully executed copy thereof to the Company, within such period as the
Administrator may specify after the award date. Each Participant who is granted an award of Restricted Stock
shall be issued a stock certificate in respect of such shares of Restricted Stock, which certificate shall be
registered in the name of the Participant and shall bear an appropriate legend referring to the terms, conditions,
and restrictions applicable to any such Award, provided that the Company may require that the stock certificates
evidencing Restricted Stock granted hereunder be held in the custody of the Company until the restrictions
thereon shall have lapsed, and that, as a condition of any award of Restricted Stock, the Participant shall have
delivered a stock power, endorsed in blank, relating to the Shares covered by such Award.

(d) Nontransferability. Any Award of Restricted Stock granted pursuant to this Section 8 shall be subject
to the restrictions on transferability set forth in this paragraph (d). During such period as may be set by the
Administrator in the Award Agreement (the “Restricted Period”), the Participant shall not be permitted to sell,
transfer, pledge, hypothecate or assign Shares of Restricted Stock awarded under the Plan except by will or the
laws of descent and distribution, provided that the Administrator may, in its sole discretion, provide for the lapse
of such restrictions in installments and may accelerate or waive such restrictions in whole or in part based on
such factors and such circumstances as the Administrator may determine in its sole discretion. The Administrator

,tnay also impose such other restrictions and conditions, including the achievement of Performance Goals, on

"7 {Restricted Stock as it deems appropriate. In no event shall the Restricted Period end with respect to a Restricted

Stock Award prior to the satisfaction by the Participant of any liability .arising under Section--16 hereof. Any
attempt to dispose of any Restricted Stock in contravention of any such restrictions shall be null and void and
Wlthout effect.




- {e) Rights as a Stockholder. Except as provided in Section 8(c) and (d), the mecipant shall possess all
incidents of ownership with respect to Shares of Restricted Stock during the Restricted Period, including the right
to receive or reinvest dividends with respect to such Shares (except that the Administrator may provide in its
discretion that any dividends paid in property other than cash shall be subject to the same restrictions as those
that apply to the underlying Restricted Stock) and to vote such Shares. Certificates for unrestricted Shares shall
be delivered to the Participant promptly after, and only after, the Restricted Period shall expire without forfeiture
in respect of such awards of Restricted Stock except as the Administrator, in its sole discretion, shall otherwise

~— e — ——determine s T - S -

(f) Termination of Employment. The rights of Participants granted an Award of Restricted Stock upon
termination of employment with or service as a director of the Company or any Parent, Subsidiary or Affiliate for
any reason during the Restricted Period shall be set forth in the Award Agreement governing such Award.

Section 9. Restricted Stock Units.

(a) Vesting. At the time of the grant of Restricted Stock Units, the Committee may impose such
restrictions or conditions to the vesting of such Restricted Stock Units as it, in its sole discretion, deems
appropriate, to be contained in the Award Agreement. The Committee may divide such Restricted Stock Units
into classes and assign different vesting conditions for each class. Provided that all conditions to the vesting of a
Restricted Stock Unit are satisfied, and except as provided in Section 9(c), upon the satisfaction of all vesting
conditions with respect to a Restricted Stock Unit, such Restricted Stock Unit shall vest. The provisions of the
awards of Restricted Stock Units need not be the same with respect to each Participant.

(b) Benefit Upon Vesting. Upon the vesting of a Restricted Stock Unit, the Participant shall be entitled
to receive, within 30 days of the date on which such Restricted Stock Unit vests, an amount in cash or Common
Stock with a Fair Market Value equal to the sum of (1) the Fair Market Value of a Share of Common Stock on
the date on which such Restricted Stock Unit vests and (2) the aggregate amount of cash dividends paid with
respect to a Share of Common Stock during the period commencing on the date on which the Restricted Stock
Unit was granted and terminating on the date on which such Share vests.

(¢) Termination of Employment. The rights of Participants granted a Restricted Stock Unit upon
termination of employment with or service as a director of the Company or any Parent, Subsidiary or Affiliate for
any reason before the Restricted Stock Unit vests shall be set forth in the Award Agreement governing such
Award.

Section 10. Stock Bonus Awards. _ -

In the event that the Committee grants a Stock Bonus, a certificate for the shares of Common Stock
constituting such Stock Bonus shall be issued in the name of the Participant to whom such grant was made and
delivered to such Participant as soon as practicable after the date on which such Stock Bonus is payable.

Section 11.  Stock Appreciation Rights.

(a) Grant of SARs. Subject to the terms and conditions of the Plan, SARs may be granted to Participants

b at any time and from time to time as shall be determined by the Administrator in its sole discretion. The

' Administrator may grant Freestanding SARs, Tandem SARs, or any combination of these forms of SAR. The
Administgator shall have complete discretion in determining the number of SARs granted to each Participant
(subject to Section 4 hereof) and, consistent with the provisions of the Plan, in determining the terms.and _ ___.
conditions pertaining to such SARs. The provisions of the awards of SARs need not be the same with respect to

each Participant.
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(b) Grant Price. The grant price of a Freestanding SAR shall equal the Fair Market Value of a Share on
the date of grant of the SAR. The grant price of Tandem SARs shall equal the Exercise Price of the related
Option.

(¢) Exercise of Tandem SARs. Tandem SARs may be exercised for all or part of the Shares subject to
the related Option upon the surrender of the right to exercise the equivalent portion of the related Option. A
Tandem SAR may be exercised only with respect to the Shares for which its related Option is then exercisable.

<~ --~——Notwithstanding any other Provision of this Plan to the contrary, with respect to a Tandem SAR granted in
connection with an Incentive Stock Option: (i) the Tandem SAR will expire no later than the expiration of the
underlying Incentive Stock Option; (ii) the value of th'e_‘, payout with respect to the Tandem SAR may be for no
more than one hundred percent (100%) of the difference between the Exercise Price of the underlying Incentive
Stock Option and the Fair Market Value of the Shares subject to the underlying Incentive Stock Option at the
time the Tandem SAR is exercised; and (iii) the Tandem SAR may be exercised only when the Fair Market
Value of the Shares subject to the Incentlve Stock Option exceeds the Exercise Price of the Incentive Stock
Option.

(d) Exercise of Freestanding SARs. Freestanding SARs may be exercised upon whatever terms and
conditions the Administrator, in its sole discretion, imposes upon them.

(¢} SAR Agreement. Each SAR grant shall be evidenced by an Award Agreement that shall specify the
grant price, the term of the SAR, and such other provisions as the Administrator shall determine.

(f) Term of SARs. The term of an SAR granted under the Plan shall be determined by the Administrator,
in its sole discretion; provided, however, that such term shall not exceed ten (10) years.

(g) Payment of SAR Amount. Upon exercise of an SAR, a Participant shall be entitled to receive
payment from the Company in an amount determined by multiplying:

(i) the difference between the Fair Market Value of a Share on the date of exercise over the grant
price; by

(i) the number of Shares with respect to which the SAR is exercised.

At the discretion of the Administrator, the payment upon SAR exercise may be in cash, in Shares of equivalent
value, or in some combination thereof. The Administrator’s determination regarding the form of SAR payout
shall be set forth in the Award Agreement pertaining to the grant of the SAR.

Section 12. Effect of Change in Control.

Except as otherwise provided in an Award Agreement, all outstanding Shares of Restricted Stock and
Restricted Stock Units granted to a Participant which have not theretofore vested shall immediately vest and ail
restrictions on such Shares and Units shall immediately lapse, and each Option and Stock Appreciation Right
granted to a Participant and outstanding at such time shall become fully and immediately exercisable, if (i) there
is a Change in Control and (ii) the Participant’s employment with or service as a director of the Company or any
Parent, Subsidiary or Affiliate is terminated by such entity for any reason other than for Cause within 2 vyears
following the _Change in Control, or the Participant terminates employment with (or other service to) the
Company or any Parent, Subsidiary or Affiliate within 2 years following the Change in Control and-after there is
a‘material adverse change in the nature or status of the Participant’s duties or responsibilities from those in effect
unmedlately prior to the Change in Control.

11




Secti(;n 13. Other Awards.

Other forms of Awards (“Other Awards™) valued in whole or in part by reference to, or otherwise based on,
Common Stock may be granted either alone or in addition to other Awards under the Plan. Subject to the
provisions of the Plan, the Administrator shall have sole and complete authority to determine the persons to
whom and the time or times at which such Other Awards shall be granted, the number of Shares to be granted
pursuant to such Other Awards and all other conditions of such Other Awards.

Section 14. Amendment and Termination.

The Board may amend, alter or discontinue the;Plan, but no amendment, alteration, or discontinuation shall
be made that would impair the rights of a Participant under any Award theretofore granted without such
Participant’s consent. Unless the Board determines otherwise, the Board shall obtain approval of the Company’s
stockholders for any amendment that would require such approval in order to satisfy the requirements of
section 162(m) of the Code, section 422 of the Code, stock exchange rules or other applicable law. The
Administrator may amend the terms of any Award theretofore granted, prospectively or retroactively, but, subject
to Section 4 of Plan, no such amendment shall impair the rights of any Participant without his or her consent.
Notwithstanding the foregoing provisions of this Section 14, neither the Plan nor any outstanding Option shall be
amended to decrease the Exercise Price of any outstanding Option unless first approved by the requisite vote of
stockholders.

Section 15. Unfunded Status of Plan.

The Plan is intended to constitute an “unfunded” plan for incentive compensation. With respect to any
payments not yet made to a Participant by the Company, nothing contained herein shall give any such Participant
any rights that are greater than those of a general creditor of the Company.

Section 16. Withholding Taxes.

(a) Whenever cash is to be paid pursuant to an Award, the Company shall have the right to deduct
therefrom an amount sufficient to satisfy any federal, state and local tax withholding requirements related
thereto. Whenever Shares are to be delivered pursuant to an Award, the Company shall have the right to require
the Participant to remit to the Company in cash an amount sufficient to satisfy any federal, state and local tax
withholding requirements related thereto. With the approval of the Administrator, a Participant may satisfy the
foregoing requirement by electing to have the Company withhold from delivery Shares or by delivering Shares
already owned by the Participant for at least six months, in each case, having a value equal to the minimum
amount of tax required to be withheld. Such shares shall be valued at their Fair Market Value on the date of
which the amount of tax to be withheld is determined. Fractional share amounts shall be settled in cash. Such an
election may be made with respect to all or any portion of the shares to be delivered pursuant to an Award.

(b) If the Participant makes a disposition, within the meaning of section 424(c) of the Code and
regulations promulgated thereunder, of any Share or Shares issued to such Participant pursuant to such
Participant’s exercise of an Incentive Stock Option, and such disposition occurs within the two-year period
commencing on the day after the date of grant or within the one-year period commencing on the day after the
date of exercise, such Participant shall, within ten (10) days of such disposition, notify the Company thereof and
thereafter immediately deliver to the Company any amount of federal, state or local income taxes and other
amounts which the Company informs the Participant the Company is required to withhold.

Section 17. General Provisions.

(a) Shares shall not be issued pursuant to the exercise of any Award granted hereunder unless the exercise
of such Award and the issuance and delivery of such Shares pursuant thereto shall comply with all relevant
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provisions of law, including, without limitation, the Securities Act of 1933, as amended, the Exchange Act and
the requirements of any stock exchange upon which the Common Stock may then be listed, and shall be further
subject to the approval of counsel for the Company with respect to such compliance. The Company shall be
under no obligation to effect the registration pursuant to the Securities Act of 1933, as amended, of any interests
in the Plan or any shares of Common Stock to be issued hereunder or to effect similar compliance under any state
laws.

(b) All certificates for Shares delivered under the Plan shall be subject to such stock-transfer orders and

e = - other Testrictions-as the-Administrator may deem advisablé urider the tules, regulations, and other requirements

of the Securities and Exchange Commission, any stock exchange upon which the Common Stock may then be
listed, and any applicable federal or state securities law, and the Administrator may cause a legend or legends to
be placed on any such certificates to make appropriaté reference to such restrictions. The Administrator may
require, as a condition of the issuance and delivery of certificates evidencing Shares pursuant to the terms hereof,
that the recipient of such Shares make such agreements and representations as the Administrator, in its sole
discretion, deems necessary or desirable.

(c) Nothing contained in the Plan shall prevent the Board from adopting other or additional compensation
arrangements, subject to stockholder approval, if such approval is required; and such arrangements may be either
generally applicable or applicable only in specific cases. The adoption of the Plan shall not confer upon any
Eligible Recipient any right to continued employment or service with the Company or any Parent, Subsidiary or
Affiliate, as the case may be, nor shall it interfere in any way with the right of the Company or any Parent,
Subsidiary or Affiliate to terminate the employment or service of any of its Eligible Recipients at any time.

(d) No fractional shares of Common Stock shall be issued or delivered pursuant to the Plan. The
Administrator shall determine whether cash, other Awards, or other property shall be issued or paid in lieu of
such fractional shares or whether such fractional shares or any rights thereto shall be forfeited or otherwise
eliminated.

(e) If any provision of the Plan is held to be invalid or unenforceable, the other provisions of the Pian shali
not be affected but shall be applied as if the invalid or unenforceable provision had not been included in the Plan.

(f) The Plan and all Awards shall be governed by the laws of the State of Delaware without regard to its
principles of conflict of laws.

Section 18. Stockholder Approval; Effective Date of Plan.

Subject to the approval of the Plan by the stockholders of the Company, the Plan shall be effective as of
February 11, 2003, the date of its approval by the Board (the “Effective Date”). Any Option that is designated as
a Incentive Stock Option shall be a Nonqualified Stock Option if the Plan is not approved by the stockholders of
the Company within twelve (12) months before or after the Effective Date of the Plan. No award that is intended
to qualify as performance-based compensation within the meaning of section 162(m) of the Code shall be
effective unless and until the Plan is approved by the stockholders of the Company.

Section 19. Term of Plan.

No Award shall be granted pursuant to the Plan on or after the tenth anniversary of the Effective Date of the
Plan, but Awards theretofore granted may extend beyond that date.

13



[THIS PAGE INTENTIONALLY LEFT BLANK]




Exhibit C

AMERIGROUP CORPORATION
2003 CASH INCENTIVE PLAN

1. Purpose

The purpose of the AMERIGROUP Corporation 2003 Cash Incentive Plan is to reinforce corporate,

organizational-and-business-development goalsT (o promote the achievement of year-to-year and long-range
financial and other business objectives; and to reward the performance of individual officers and other key
employees in fulfilling their personal responsibilities for,long-range achievements.

Ed

2. Definitions

The following terms, as used herein, shall have the following meanings:

a. “Affiliate” shall mean any entity, whether now or hereafter existing, that controls, is controlled by, or is
under common control with, the Company (including, but not limited to, joint ventures, limited liability
companies, and partnerships). For this purpose, “control” shall mean ownership of 50% or more of the voting
power of the entity.

b. “Award” shall mean an annual incentive compensation award, granted pursuant to the Plan, which is
contingent upon the attainment of Performance Goals with respect to a Performance Period.

c. “Award Agreement” shall mean any written agreement, contract, or other instrument or document
between the Company and a Participant evidencing an Award.

d. “Base Salary” shall mean the base salary paid to a Participant during any Performance Period.
e. “Board” shall mean the Board of Directors of the Company.

f. “Change in Control” shall have the meaning set forth in the AMERIGROUP Corporation 2003 Equity
Incentive Plan. ) -

g. “Code” shall mean the Internal Revenue Code of 1986, as amended.
h. “Committee” shall mean the Compensation Committee of the Board.
i. “Common Stock” shall mean shares of common stock, par value $0.01 per share, of the Company.

j-  “Company” shall mean AMERIGROUP Corporation and its successors.

k. “Covered Employee” shall have the meaning set forth in Section léZ(m)(3) of the Code.

1. “Participant” shall mean an officer or other key employee of the Company who is, pursuant to Section 4
of the Plan, selected to participate herein.

m. “Performance Goals” shall mean Performance Goals determined by the Committee in its sole
discretion. Such goals may be based on one or more of the following criteria: (i) return on total stockholder
equity; (ii) earifings per share of Common Stock; (iii) net income (before or after taxes); (iv) earnings before all
or any interest, taxes, depreciation and/or amortization (“EBIT,” “EBITA,” or “EBITDA”); (v) gross revenue;
«-(vi) return on assets; (vii) market share; (viii) cost reduction goals; (ix) earnings from continuing operations,
* “levels of expense, cost or liability, and (x) membership goals, in each case, as applicable, as determined in
accordance with generally accepted accounting principles. Where applicable, the Performance Goals may be




expressed in terms of attaining a specified level of the particular criteria or the attaiiment of a percentage
increase or decrease in the particular criteria, and may be applied to one or more of the Company, a Subsidiary or
Affiliate, or a division or strategic business unit of the Company, or may be applied to the performance of the
Company relative to a market index, a group of other companies or a combination thereof, all as determined by
the Committee. The Performance Goals may include a threshold level of performance below which no vesting
- will occur, levels of performance at which specified vesting will occur, and a maximum level of performance at
which full vesting will occur. Each of the foregoing Performance Goals shall be determined in accordance with

generally-accepted-accounting-principles.and shall be. subject.to.certification by the Committee; provided that the
Committee shall have the authority to make equitable adjustments to the Performance Goals in recognition of
unusual or non-recurring events affecting the Company or any Subsidiary or Affiliate or the financial statements
of the Company or any Subsidiary or Affiliate in response to changes in applicable laws or regulations, or to
account for items of gain, loss or expense determined to be extraordinary or unusual in nature or infrequent in
occurrence or related to the disposal of a segment of a business or related to a change in accounting principles.

n. ‘“Performance Period” shall mean, in the discretion of the Committee, the Company’s fiscal year, a
period of two Company fiscal years, or a period of three Company fiscal years, which periods may overlap (or,
for any individual who becomes a Participant during the pendency of any such period, the remainder of such
period).

0. “Plan” shall mean the AMERIGROUP Corporation 2003 Cash Incentive Plan, as amended from time to
time.

p. “Subsidiary” and “Subsidiaries” shall mean only a corporation or corporations, whether now or
hereafter existing, within the meaning of the definition of a subsidiary corporation provided in Section 424(f) of
the Code, or any successor thereto of similar import.

3. Administration

The Plan shall be administered by the Committee. The Committee shall have the authority in its sole
discretion, subject to and not inconsistent with the express provisions of the Plan, to administer the Plan and to
exercise all the powers and authorities either specifically granted to under the Plan or necessary or advisable in
the administration of the Plan, including, without limitation, the authority to grant Awards; to determine the
persons to whom and the time or times at which Awards shall be granted; to determine the terms, conditions,
restrictions and performance criteria, including Performance Goals, relating to any Award; to determine whether,
to what extent, and under what circumstances an Award may be settled, cancelled, forfeited, or surrendered; to
make adjustments in the Performance Goals in recognition of unusual or non-recurring events affecting the
Company or the financial statements of the Company, or in response to changes in applicable laws, regulations or
accounting principles; to construe and interpret the Plan and any Award; to prescribe, amend and rescind rules
and regulations relating to the Plan; to determine the terms and provisions of Award Agreements; and to make all
other determinations deemed necessary or advisable for the administration of the Plan.

The Committee shall consist of two or more persons, each of whom shall be an “outside director” within the
meaning of Section 162(m) of the Code. The Committee may appoint a chairperson and a secretary and may
make such rules and regulations for the conduct of its business as it shall deem advisable, and shall keep minutes
of its meetings. All determinations of the Committee shall be made by a majority of its members either present in
person or participating by conference telephone at a meeting or by written consent. The Commmittee may delegate
to one or more of its members or to one or more agents such administrative duties as it may deem advisable, and
the Committee or any person to whom it has delegated duties as aforesaid may employ one or more persons to
render adyice with respect to any responsibility the Committee or such person may have under the Plan. All
decisions, determinations and interpretations of the Committee shall be final and binding on all persons,
including the Company, the Participant (or any person claiming any rights under the Plan from or through any
Participant) and any shareholder.



No member of the Board or the Committee shall be liable for any action taken or determination made in
good faith with respect to the Plan or any Award granted hereunder.

4. Eligibility

Awards may be granted to officers and other key employees of the Company selected by the Committee in
its sole discretion. Subject to Section 5(b) below, in determining the persons to whom Awards shall be granted
and the Performance Goals relating to each Award, the Committee shall take into_account.such. factors.as_the

Committee shall deem relevant in connection with accomplishing the purposes of the Plan.

»

5. Terms of Awards

Awards granted pursuant to the Plan shall be evidenced by an Award Agreement in such form as the
Committee shall from time to time approve.

a. In General The Committee shall specify with respect to a Performance Period the Performance Goals
applicable to each Award, the minimum, target and maximum levels applicable to each Performance Goal, and
the amounts payable under attainment of thresholds within such range. The minimum level reflects the level of
performance at which 80% of the Performance Goal is achieved and below which no payment shall be made; the
target level reflects the level of performance at which 100% of the Performance Goal is achieved; and the
maximum level reflects the level of performance at which 120% of the Performance Goal is achieved. Awards
for any Performance Period may be expressed as a dollar amount or as a percentage of the Participant’s Base
Salary. Unless otherwise provided by the Committee in connection with specified terminations of employment,
payment in respect of Awards shall be made only if and to the extent the Performance Goals with respect to such
Performance Period are attained.

b. Special Provisions Regarding Awards Notwithstanding anything to the contrary contained in this
Section 5, in no event shall payment in respect of Awards granted for a Performance period be made to a
participant who is a Covered Employee in an amount that exceeds the lesser of (i) $2,000,000 multiplied by the
number of years in the Performance Period, or (ii) 200% of such Participant’s Base Salary multiplied by the
number of years in the Performance Period.

c. Time and Form of Payment Unless otherwise determined by the Committee, all payments in respect
of Awards granted under this Plan shall be made, in cash, within a reasonable period after the end of the
Performance Period; provided that in order to receive such payment, a Participant must be employed by the
Company or one of its affiliates on the day such payment is to be made. In addition, in the case of Participants
who are Covered Employees, unless otherwise determined by the Committee, such payments shall be made only
after achievement of the Performance Goals has been certified by the Commiittee.

6. General Provisions

a. Compliance With Legal Requirements The Plan and the granting and payment of Awards, and the
other obligations of the Company under the Plan and any Award Agreement or other agreement shall be subject
to all applicable federal and state laws, rules and regulations, and to such approvals by any regulatory or
governmental agency as may be required.

b. Nontransferability Awards shall not be transferable by a Participant except by will or the laws of
descent and distribution.

c. No Right to Continued Employment Nothing in the Plan or in any Award granted or any Award
Agreement or other agreement entered into pursuant hereto shall confer upon any Participant the right to continue

- - -in the employ of the Company or to be entitled to any remuneration or benefits not set forth in the Plan or such
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Award Agreement or other agreement or to interfere with or limit in any way the right of the Company to
terminate such Participant’s employment.

d. Withholding Taxes The Company shall have the right to withhold the amount of any taxes that the
Company may be required to withhold before delivery of payment of an Award to the Participant or other person
entitled to such payment, or to make such other arrangements for the withholding of taxes that the Company
deems satisfactory

e. Amendment, Termination and Duration of the Plan ‘The Board or the Committee may at any time and
from time to time alter, amend, suspend, or terminate the Plan in whole or in part; provided that no amendment
that requires shareholder approval in order the for the Pian to continue to comply with Code Section 162{m) shall
be effective unless the same shall be approved by the requisite vote of the shareholders of the Company.
Notwithstanding the foregoing, no amendment shall affect adversely any of the rights of any Participant, without
such Participant’s consent, under any Award theretofore granted under the Plan.

f. Participant Rights No 'Participant shall have any claim to be granted any Award under the Plan, and
there is no obligation for uniformity of treatment among Participants.

g. Unfunded Status of Awards The Plan is intended to constitute an “unfunded” plan for incentive
compensation.

h. Successor to the Company Unless otherwise agreed by the Company in an applicable agreement, any
successor to the Company shall be required to (i) expressly assume the Company’s obligations under the Plan in
connection with a Change in Control, and (ii) honor the Company’s obligations under the Plan and any Award
granted thereunder, without adverse alteration to the rights of any Participant, with respect to the Performance
Period during which such Change in Control occurs.

i. Governing Law The Plan and all determinations made and actions taken pursuant hereto shall be
governed by the laws of the State of Delaware without giving effect to the conflict of laws principles thereof.

j. Beneficiary A Participant may file with the Committee a written designation of a beneficiary on such
form as may be prescribed by the Committee and may, from time to time, amend or revoke such designation. If
no designated beneficiary survives the Participant, the executor or administrator of the Participant’s estate shall -
be deemed to be the grantee’s beneficiary.

k. Interpretation The Plan is designed and intended to comply, to the extent dpplicable, with Section
162(m) of the Code, and all provisions hereof shall be construed in a manner to so comply.

. Effective Date The Plan shall take effect upon its adoption by the Board.




ANNUAL MEETING OF STOCKHOLDERS OF

AMERIGROUP CORPORATION

May 13, 2003

Please date, sign and mail
your proxy card in the
envelope provided as soon
as possible.

* Please detach and mail in the envelope provided. *

B <20233300000000000000 1 051303

THE BOARD OF DIRECTORS RECOMMENDS A VOTE FOR THE FOLLOWING:

PLEASE SIGN, DATE AND RETURN PROMPTLY IN THE ENCLOSED ENVELOPE. PLEASE MARK YOUR VOTE IN BLUE OR BLACK INK AS SHOWN HERE E
FOR AGAINST ABSTAIN

1. Election of Directors: 2. Approval of the 2003 Equity Incentive Plan. 1000
D FOR ALL NOMINEES '8""2‘;2?;5 A. Ferrer 3. Approval of the 2003 Cash Incentive Plan. ] OO0
O William J. McBrid
WITHHOLD AUTHORTTY wiam & Hesnde 4. Appointment of KPMG LLP as independent auditors. [ ] [] []
FOR ALL NOMINEES

5. In their discretion, the proxies are authorized to vote upon such
o e Telow) other business as may properly come before the meeting.
THIS PROXY WILL BE VOTED AS SPECIFIED, IF NO
SPECIFICATION iS MADE, THIS PROXY WILL BE VOTED FOR
EACH PROPOSAL AND THE NOMINEES.

IT IS IMPORTANT THAT YOU VOTE, SIGN AND RETURN THE
INSTRUCTION: To withhald authority to vote for any individual nominee(s), mark “FoR AL Excepr | ENCLOSED PROXY AS SOON AS POSSIBLE.

and fill in the circle next to each nominee you wish to withhold, as shown here: @@

SAMPLE

To change the address on your account, please check the box at right and
indicate your new address in the address space above. Please note that D
::yt]'!ange‘sh tc?d the registered name(s) on the account may not be submitted via

is method.

Signature of Stockholder Date: Signature of Stockholder Date:

Note: Please sign exactly as your name or names appear on this Proxy. When shares are held jointly, each holder should sign. When signing as executor, administrator, attorney, trustee or guardian, please give fult
- . tile as such. If the signer is a corporation, please sign full corporate name by duly authorized officer, giving full titte as such. If signer is a partnership, please sign in parthership name by authorized person.




PROXY

AMERIGROUP CORPORATION
THIS PROXY SOLICITED ON BEHALF OF THE BOARD OF DIRECTORS

The undersigned does hereby appoint Stanley F. Baldwin, Esq. and Scott M. Tabakin and each of
them, the true and lawful attorneys-in-fact and proxies of the undersigned (acting by a majority
hereunder), each with full power of substitution, to vote all common shares of the undersigned in
AMERIGROUP Corporation at the Annual Meeting of Stockholders to be held on May 13, 2003 at
10:00 A.M. in the Cape Hatteras Room at the Sheraton Oceanfront Hotel on 36th Street and
Boardwalk, Virginia Beach, Virginia, and at any adjournment thereof, upon all matters described in
the Proxy Statement furnished herewith, subject to any directions indicated on the reverse side of
this proxy. This proxy revokes all prior proxies given by the undersigned.

(Continued and to be signed on the reverse side)

| ‘ 14475



- Company Profile
AMERIGROUP Corporation, headquartered in Vlrginig Beach, Virginia, is a
multi-state managed health care company focused on serving people who
- receive health care benefits through public-sponsored programs including
Medicaid, State Children’s Health Insurance Program (SCHIP) and
FamilyCare. The Company operates in Texas, New Jersey, Maryland,
Iinois, the District of Columbia and effective January 1, 2003, Florida.

Mission

To operate a community-focused managed care company
with an emphasis on the public sector health care market.
The Company will coordinate our members’ physical and
behavioral health care, offering a continuum of educa-
- tion, access, care and outcome, resulting in lower costs,

improved quality, and better health status for Americans.

Values

Organizational focus that supports family, community values and AMERIGROUPS
Mission  x % Ethics, integrity and quality in everything we do + «» Fiscal
responsibility in business decisions % x « Replicable processes and infra-
structures that provide the foundation for AMERIGROUPY entrepreneurial spivit
* % » Strategic partnering with physicians and hospitals supporting the
doctor/patient relationship « « « Power of cultural diversity  + » Pride in
ownershiplaccountability while recognizing our interdependencies and the
benefirs of collective wisdom « %« Long-term commitment to our
business— its customers, communities and investors « s * Thinking nationally

while operating locally x « « Using technology as a competitive strength «

Statement of Diversity

Managing diversity is the key to AMERIGROUPS competitive edge.
On behalf of our members and associates, we create and maintain an

inclusive, respectful and equitable environment through effective

leadership, policies and practices.




Investor Relations
AMERIGROUP Corporation’s
Investor Relations Group

can be contacted at any time
to order, without charge,
financial documents such as the
Annual Report on Form 10-K.
You can write to us at:

Investor Relations
AMERIGROUP Corporation
4425 Corporation Lane
Virginia Beach, Virginia 23462
or via e-mail at

investor_relations@

Common Stock

The Company’s Common Stock
traded on The Nasdaq stock
market (National Marker) in
2002. On January 3, 2003,

the Company began trading on
the New York Stock Exchange
under the symbol “AGP.”

The following table sets forth the
quarterly high and low closing
sales prices as reported on the

Nasdaq National Market System

and the New York Stock Exchange

since the Company’s initial

amerigroupcorp.com. public offering,

Higch Low
2001
Fourth Quarter (from November 6,2001)  $21.80 $18.10
2002
First Quarter 29.50 21.00
Second Quarter 35.10 23.60
Third Quarter 33.55 22.68
Fourth Quarter 33.79 26.39
2003
First Quarter (to March 14, 2003) $ 3295 $24.02

As of March 14, 2003, the Company had a total of approximately 6,628

stockholders, including 65 stockholders of record and 6,563 persons or

entities holding common stock in nominee name.

Forward-Locking Statements
This Annual Report to Stockholders
contains certain “forward-looking”
statements as that term is defined
by Section 27A of the Securities Act
of 1933, as amended, and Section
21E of the Securities Exchange Act
of 1934, as amended relating

to estimates, plans, membership and
the like. These statements involve

a number of known and unknown
risks and uncertainties and are
made pursuant to the “safe harbor”
provisions of the Private Securities
Litigation Reform Act of 1995.
There can be no assurance that

our actual results will not differ
materially from the results
anticipated in such forward-looking
statements. Please see our Annual
Report on Form 10-K for the fiscal
year ended December 31, 2002,
and other filings made by
AMERIGROUP with the Securities
and Exchange Commission for

a discussion of risk factors which
may affect the accuracy of such

forward-looking statements.

Statement of Member Privacy
The stories in this Annual Report
are based on real events. However,
we have changed the names and
altered some facts to protect the
privacy of our members. Photos are

for illustrative purposes only.
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